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STOCK MARKET STUDY 


(Regulation of Unlisted Securities) 





MONDAY, JUNE 27, 1955 


Untrep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D. C. 

The subcommittee met, pursuant to call, in room P-63, United 
States Capitol Building, at 2:30 p. m., Senator Herbert H. Lehman, 
chairman of the subcommittee, presiding. 

Present : Senators Lehman, Fulbright, and Bush. 

Also present: Robert A. Wallace, staff director, Banking and Cur- 
rency Committee. 

Senator Lenman. Before we begin, Senator Fulbright is here. He 
is a member of the subcommittee, and of course he would be very 
welcome to testify, if he wishes to do so. Since I do not know whether 
he wants to today, I want to read into the record his statement on the 
introduction of this bill, S. 2054. 


Mr. President, I am introducing today a bill to amend the Securities and 
Exchange Act of 1934 to correct basic deficiencies in that act which were repeat- 
edly called to the attention of the Banking and Currency Committee during its 
recent hearings upon the stock market. 

Today an investor in a company which has its stock listed and registered for 
trading on an exchange gets the following protections: 

(1) Current information about the financial condition of the company 

(2) Information necessary to enable him to vote intelligently upon matters 
which are mentioned in proxy solicitations. 

(3) Information about trading by officers, directors, and large stockholders 
in the equity securities of the company. If these persons seek to take advantage 
of inside information by engaging in short-term trading, their profit may be 
recovered by the corporation. 

Investors in securities not listed on an exchange do not, save for a few minor 
exceptions, get these protections. No matter how large the corporation, how 
widely its stock is distributed, or how great the public interest in it, the disclo- 
sures I have mentioned need not be made unless the corporation has stock listed 
on a securities exchange. 

The bill I am introducing is designed to end this double standard, which has 
neither logical foundation nor reasonable basis. 


Mr. Wauuace. Mr. Chairman, I wonder if we could get a copy of 
the bill S. 2054 in the record and also a digest of the bill prepared by 
Mr. Rogers of the staff. 

Senator Lenman. If there is no objection, it is so ordered. 
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(The documents referred to follow :) 
[S. 2054, 84th Cong., 1st sess.] 
A BILL To amend the Securities Exchange Act of 1934, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
imerica in Congress assembled, That section 12 of the Securities Exchange 


Act of 1934, as amended, is hereby amended by adding thereto a new subsection 
(g) reading as follows: 


of 


“(g) (1) Every issuer which is engaged in interstate commerce or in business 
affecting interstate commerce, or the securities of which are regularly traded by 
use of the mails or any means or instrumentality of interstate commerce, shall 
file with the Commission, with respect to each of its securities not registered 
pursuant to subsection (b), a registration statement containing such informa- 
tion and documents as may be required in respect of an application to register a 
Security pursuant to subsection (b), and such supplementary and periodic in- 
formation, documents, and reports as may be required pursuant to section 13 of 
this title in respect of a security so registered. Whether or not a registration 
statement has been filed pursuant to this subsection, the provisions of sections 
14 and 16 of this title shall apply with the same force and effect as if all the 
securities of any such issuer were registered pursuant to subsection (b). 

“(2) The provisions of this subsection shall not apply in respect of any security 
issued by 

“(A) any issuer which has less than $5,000,000 in assets; 

“(B) any issuer all the securities of which are held directly or indirectly 
by fewer than five hundred persons; 

“(C) any issuer all the securities of which are exempted securities ; 

“(D) any issuer which is a bank; 

“(E) any issuer organized and operated exclusively for religious, educa- 
tional, benevolent, fraternal, charitable, or reformatory purposes and not 
for pecuniary profit, and no part of the net earnings of which inures to the 
benefit of any private shareholder or individual; or 

“(F) any issuer which is a savings and loan association, building and 

loan association, cooperative bank, homestead association, or similar institu- 
tion, if its accounts are insured by the Federal Savings and Loan Insurance 
Corporation or if it is a Federal savings and loan association or a member 
of a Federal Home Loan Bank. 

3) The provisions of this subsection shall not apply in respect to any issuer, 
security, transaction, or person which the Commission may by rules and regu- 
lations exempt, either unconditionally or upon such terms and conditions as may 
appear to be necessary or appropriate in the public interest or for the protection 
of investors, as not comprehended within the purposes of this subsection. The 
Commission may so exempt any issuer, whether or not it is engaged in interstate 
commerce or in business affecting interstate commerce, if substantially all its 
securities are held within a single State. In respect of foreign issuers, consider- 
ations relevant to the granting of such exemptions may include the extent to 
which the provisions of this subsection are susceptible of enforcement with re- 
spect to such issuers, and the extent to which there may exist a substantial inter- 
est in the securities of such issuers among investors located within the United 
States or any State. 


~« 


“(4) The rules and regulations of the Commission shall provide that an issuer 
may adopt in compliance with the registration and reporting requirements of this 
subsection information, documents and reports filed with the Commission under 
any statute and substantially equivalent to that required of an issuer having a 
security registered pursuant to subsection (b). 

“(5) This subsection shall remain applicable in respect of any security regis- 
tered hereunder until the Commission, upon its own motion or upon the applica- 
tion of such an issuer, by order cancels such registration. The Commission shall 
enter such an order, subject to such terms and conditions as it may deem nec- 
essary to impose for the protection of investors, if it finds, after appropriate 
notice and opportunity for hearing, that by reason of change of circumstances 
since the date of registration or otherwise the issuer is not subject to this sub- 
section. 

“(6) The Commission, for the purposes of this title, may by rules and regula- 
tions define the phrases ‘less than $5,000,000 in assets’ and ‘held directly or indi- 
rectly by fewer than five hundred persons,’ and any portion thereof. 
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“(7) The Commission is directed to make a study of trading in securities on 
and off exchanges and of the feasibility and advisability of adopting stand- 
ards and procedures under which securities may or shall be admitted to or re- 
moved from trading on exchanges. The Commission shall report the results of 
its study and its recommendations to the Congress within two years after the 
date of enactment of this subsection. Nothing in this subsection shall affect the 
authority given the Commission by subsection (b) of section 19 of this title.” 

Sec. 2. The first two paragraphs of subsection (f) of section 12 of the Securi- 
ties Exchange Act of 1934, as amended, are hereby amended to read as follows: 

“Notwithstanding the foregoing provisions of this section, any national securi- 
ties exchange, upon application to and approval of such application by the 
Commission and subject to the terms and conditions hereinafter set forth, (1) 
may continue unlisted trading privileges to which a security had been admitted 
on such exchange prior to the effective date of section 12 (g) of this Act; or 
(2) may extend unlisted trading privileges to any security duly listed and regis- 
tered on any other national securities exchange, but such unlisted trading privi- 
leges shall continue in effect only so long as such security shall remain listed 
and registered on any other national securities exchange. 

“No application pursuant to this subsection shall be approved unless the Com- 
mission finds that the continuation or extension of unlisted trading privileges 
pursuant to such application is necessary or appropriate in the public interest 
or for the protection of investors. No application to extend unlisted trading 
privileges to any security pursuant to clause (2) of this subsection shall be 
approved except after appropriate notice and opportunity for hearing. No appli- 
cation to extend unlisted trading privileges to any security pursuant to clause 
(2) of this subsection shall be approved unless the applicant exchange shall 
establish to the satisfaction of the Commission that there exists in the vicinity 
of such exchange sufficiently widespread public distribution of such security and 
sufficient public trading activity therein to render the extension of unlisted 
trading privileges on such exchange thereto necessary or appropriate in the public 
interest or for the protection of investors. In the publication or making available 
for publication by any national securities exchange, or by any person directly 
or indirectly controlled by such exchange, of quotations or transactions in securi- 
ties made or effected upon such exchange, such exchange or controlled person 
Shall clearly differentiate between quotations or transactions in listed securities, 
and quotations or transactions in securities for which unlisted trading privileges 
on such exchange have been continued or extended pursuant to this subsection. 
In the publication or making available for publication of such quotations or trans- 
actions otherwise than by ticker, such exchange or controlled person shall group 
under separate headings (A) quotations or transactions in listed securities, and 
(B) quotations or transactions in securities for which unlisted trading privileges 
on such exchange have been continued or extended pursuant to this subsection.” 

Sec. 3. Subsection (e) of section 7 of the Securities Exchange Act of 1934, as 
amended, is hereby amended to read as follows: 

“(e) Any security of an issuer which is subject to subsection (gz) of section 12 
of this Act shall be subject to the provisions of this section in the same manner as 
if the security were registered on a national securities exchange. except that 
such provisions shall not so apply in respect to any securities which the Board 
of Governors of the Federal Reserve System may by rules and regulations exclude 
from the operation of this subsection, either unconditionally or upon such terms 
and conditions as may appear to be necessary or appropriate in the public interest, 
as not comprehended within its purposes.” 


Sec. 4. This Act shall become effective six months after the date of its enact- 
ment. 





SuMMARY OF S. 2054 (REGULATION OF UNLISTED SECURITIES) 
HISTORY OF BILL 


S. 2054 was introduced by Senator Fulbright to require that securities not 
listed on a national securities exchange be subject to the information, proxy solici- 
tations, margin, and insider trading provisions of the Securities Exchange Act of 
1934. This bill is similar to S. 2408, 81st Congress (Senator Frear), on which 
hearings were held in February 1950, but no other action was taken by the 
committee. 
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BRIEF DIGEST OF BILL 
Extent of regulation 

Every issuer, with respect to each of its securities not registered on a national 
securities exchange, is required to file a registration statement containing the 
information required for registered securities as set forth in section 12 (b) of 
the Securities Exchange Act of 1934. In addition, such corporations must file 
periodically information and reports on the current financial condition of the 
corporation as required by section 13 of the act. The provisions of section 14 
(proxy solicitation) and section 16 (disclosure of beneficial interests and insider 
trading) also apply to these corporations regardless of whether or not a regis- 
tration statement has been filed. The margin requirements of section 7 (e) of 
the act are also applicable unless the securities are excluded by action of the 
Federal Reserve Board. 

Exemptions 

The provisions of this bill would not apply to- 

1. Corporations with less than $5 million in assets; 

2. Corporations with fewer than 500 security holders; 

3. Corporations where all of their securities are exempted securities; 

4. Banks; 

5. Corporations organized and operated exclusively for religious, educa- 
tional, benevolent, fraternal, charitable, or reformatory purposes and not for 
pecuniary profit, and no part of their net earnings inure to the benefit of any 
private shareholder or individual; 

6. Savings and loan associations, building and loan associations, coopera- 
tive banks or homestead associations, or similar institutions, if their ac- 
counts are insured by the Federal Savings and Loan Insurance Corporation ; 

7. Federal savings and loan associations and members of a Federal home 
loan bank. 

In addition the Securities and Exchange Commission is authorized to exempt 
other issuers or securities where it is appropriate in the public interest to do so. 
Unlisted trading privileges 

Section 12 (f) (8) and all references thereto would be eliminated from the 
present law so that securities registered under this bill would not thereby be 
eligible for unlisted trading privileges on national exchanges. 

Study by SEC 

The SEC is directed to make a study of trading in securities on-and off ex- 
changes and of the advisability of adopting standards under which securities may 
be admitted or removed from trading on exchanges. The SEC shall report the 
results of the study to the Congress within 2 years after the enactment of this 
bill. 

MISCELLANEOUS PROVISIONS 


The SEC is authorized to draw up regulations to permit previously filed in- 
formation to be used to comply with the registration and reporting requirements 
of the bill, to cancel registrations and to define the phrases “less than $5 million 
in assets” and “held directly or indirectly by fewer than 500 persons.” 

Senator Lenman. Our first witness this afternoon is Mr. Martin, 
Chairman of the Board of Governors of the Federal Reserve System. 


STATEMENT OF WILLIAM McCHESNEY MARTIN, JR., CHAIRMAN, 
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM 


Mr. Martry. Mr. Chairman and members of the committee, the 
Board of Governors of the Federal Reserve System is in complete 
agreement with the purposes of 8. 2054. 

Under the Securities Exchange Act of 1934, corporations whose 
securities are registered on a national securities exchange are subject 
to specified requirements covering publication of financial reports and 
related information, solicitation of proxies, and so-called insiders’ 
profits resulting from trading in the company’s stock. With certain 
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exceptions, S. 2054 would apply those requirements to large corpora- 
tions whether or not their securities are registered on an exchange. 

These provisions would provide for the security holders of large 
corporations whose securities are widely distr ibuted but not registered 
on an exchange, information and safeguards which the Securities Ex- 
change Act requires with respect to sec urities registered on an ex- 

change. As these provisions have been and would be administered by 

the Securities and Exchange Commission, the Commission is better 
able than the Federal Reserve to express an informed opinion regard- 
ing them. 

However, section 3 of the bill directly relates to the responsibilities 
of the Federal Reserve System. Under this section any security of 
an issuer covered by the bill, unless excluded by the Board as “not 
comprehended w ithin its purposes,” would be subject to the margin 
requirement provisions of the Securities Exchange Act in the same 
manner as if the security were registered on a national securities 
exchange. 

The bill contains certain exemptions. Besides the exemption of 
banks, which are specialized institutions, the bill would exempt the 
securities of all corporations which have less than $5 million in assets 
and also the securities of all corporations which have less than 500 
security holders. 

Since securities covered by the bill would be subject to the rules 
that now apply to securities registered on an exchange, let me outline 
those rules and how they differ from the rules that apply to unreg- 
istered securities. 

Under present law, when brokers lend for the purpose of purchas- 
ing or carrying securities, they can lend on registered securities the 
amount specified in the Board’s margin regulations—now 30 percent— 
but they are forbidden to lend anything at all on unreg- 
istered securities. In other words, in a brokerage margin account 
registered securities have the loan value specified in the Board’s regu- 
lations and unregistered securities have no loan value whatever. The 
rules that apply to loans made by banks also depend on whether a 
security is registered or unregistered. 

Senator Leaman. May I interrupt you. You say it has no loan 
standing at all. But cannot a purchaser of an unregistered security 
go toa bank and make a loan ? 

Mr. Martin. But if it is for the purpose of purchasing or carrying 
it, he would be subject to regulation U. 

Senator Leuman. You made the statement that an unregistered 
security has no loan value. 

Mr. Martin. Ina brokerage account. 

Senator Lenman. That is only in a brokerage account. But he 
can go to a bank and borrow money on it and he is not limited at al/ 
in the margin requirements, is he? 

Mr. Martin. That is correct, yes, sir. 

Loans made by banks to purchase or carry registered securities are 
subject to the standard margin requirements; loans made by banks to 
purchase or carry unregistered securities are exempt from the regula- 
tions. 

That is the distinction between T and U, T applying to the broker- 
age account and U to the bank. 
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Under S. 2054, securities covered by the bill would be entitled to 
loan value in brokerage margin accounts just as registered securities 
are, and loans by banks to purchase or carry securities so covered 
would be subject to the usual margin requirements. 

Stated differently, securities covered by section 3 would in one re- 
spect be more favored than at present—they would get the benefit of 
having loan value in brokerage margin accounts: and in another 
respect they would be less favored—loans by banks to purchase or 
carry the securities would become subject to the usual margin require- 
ments. 

Both S, 2054 and the present law regarding margin requirements 
recognize that there are important differences between the securities 
of small, closely held companies on the one hand and large, widely 
owned companies on the other. The securities of small, closely held 
companies usually do not enjoy a wide or ready market. They are 
more likely to be purchased or financed on the basis of personal 
knowledge of the individual company, its conditions and prospects, 
and not on the basis of ready marketability. By contrast, the securi- 
ties of large, widely held companies are usually more seasoned, more 
widely known, more readily marketable, and more likely to be traded 
on margin. 

Section 3 says, in effect, that such securities should be treated for 
the purposes of the margin requirements in the same way that the 
law now treats securities that are registered on an exchange. Under 
the exemptions in the bill, a security would not be covered unless the 
issuer of the security has at least $5 million in assets and also has at 
least 500 security holders. 

The Board believes section 3 would help to carry out the general 
purposes of the present provisions of law relating to margin require- 
ments, and that enactment of such a provision would be in the public 
interest. 

Senator Leuman. Let me ask you this. In the case of bank stocks, 
stocks of national banks, unless they are listed on an established 
exchange, they are not subject to the rules either of the SEC or of the 
exchange itself, the rules which the exchange issues and enforces with 
respect to its own members. is 

These banks, of course, are under the supervision of the Federal 
Reserve Board. 

Mr. Martin. Or the Comptroller or the FDIC, in case of a 
nonmember. 

Senator Leaman. What rules are there in the Federal Reserve 
Board, or in other Government agencies that are concerned with 
securities, that provide for a full disclosure, not of the condition of 
the bank, because I believe most of the banks issue not only complete 
but very intelligent statements, but with regard to the ownership of 
the securities of the bank, with regard to the methods that are used 
in solicitation of proxies, and with regard to other matters that are 
of interest to stockholders generally. Do you issue any rules with 
regard to that ¢ 

Mr. Marrty. I don’t think we do. That is one of the things that 
this inquiry has uncovered. It has all been done on an ad hoc basis. 

Senator Leman. The reason I am raising this question is because 
I see that one of the exceptions here is where the issuer is a bank. 


Wihaien beans 
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When a bank holds an election—which of course they have to do—I 
suppose they solicit proxies from their stockholders. Do they or do 
they not ¢ 

Mr. Martin. I don’t know whether they do it in exactly the same 
way as the others or not. 

Senator LenmMan. Have you knowledge of the manner in which they 
doit? In other words, in the event that the United States Steel Corp. 
or General Motors Corp. or Montgomery Ward or Sears, Roebuck 
has an annual meeting, election of directors, they disclose the names 
of the directors who are candidates for office, they disclose the salaries 
and other compensation, the compensation which these officers and 
directors obtain, they disclose the ownership, director by director, of 
the securities of the Ee iny. What happens in the case of banks? 

Mr. Martin. Well, I don’t think they follow the same procedure, 
but I will have to get a statement to put in the record. 

Senator Leuman. Is there no disclosure of ownership in the bank 
and the compensation paid to the officers and directors / 

Mr. Martin. The bank examiners have it. I don’t believe there is 
any public disclosure. 

Senator Leuman. I mean public disclosure. 

Mr. Martin. I don’t believe there is any public disclosure. 

Senator Leuman. That is my impression, too, but I wanted to verify 
it from you. It seems a very different procedure from that followed 
in the case of railroads or industrial companies. 

Mr. Martin. Well, we have all that information. I see it daily in 
going through our data. But I don’t believe there is any public dis- 
closure. 

Senator Lenman. These banks, generally speaking, are under the 
supervision of the Federal Reserve Board. 

Mr. Martin. The national banks are primarily under the super- 
vision of the Comptroller, and insured nonmember banks under the 
Federal Deposit Insurance Corporation, and the three supervisory 
agencies work very closely together on it. We try to have a minimum 
of overlapping jurisdiction. 

Senator Lenman. You have no knowledge yourself of any required 
disclosure, to the stockholders of the bank, who are the owners of the 
bank, with regard to the stock ownership or with regard to compensa- 
tion that is paid them. 

Mr. Martin. I don’t think there is any requirement for public dis- 
closure. 

Senator Lenman. Thank you. Senator Fulbright. 

Senator Fursricur. First I would like to express my appreciation 
to the Federal Reserve Board for an interest in this bill and their 
approval of the bill. I think the fact that you approve of the bill 
will do much to obtain favorable action on it. 

Tell me, Mr. Martin, what do you think of the exemption standards 
that we have included in this bill, specifically, the $5 million in assets 
and the 500 security holders. Does that strikes you as about right or 
do you have any other ideas about it ? 

Mr. Martin. No; I would think that is quite reasonable. I think 
there is some question whether it is security holders, for in the case 
of bonds you don’t have quite the same records that you do with respect 
to stocks. I mean they change. But I think that is a matter that the 
SEC could comment on better than we could. 
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Senator Futsricut. We will ask them, but if you have any thoughts 

about it, you are certainly welcome to expres ss them. 

Mr. Martin. I don’t think it is unworkable. 

Senator Futsrieutr. You think it might be better to phrase it some 
other w: ay ¢ 

Mr. Marrrn. I would think “stockholders” would be better than 
“security holders.” 

Senator Fursrieut. Many of the bondholders are not registered, 

that right? 

Mr. Martin. That is right. 

Senator Futsricut. Therefore, there would be some doubt whether 
a particular company would come within it, is that right ? 

Mr. Martin. That is right. 

Senator Fursricur. Do you think the $5 million is a pretty fair 
size? I mean if it is smaller than that, it would perhaps impinge upon 
companies which should not be made to file registration certificates 
or things of that kind. 

Mr. Martin. That is my thought; yes, sir 

Senator Fursricur. Do you wish to give an opinion about banks, 
since the chairman raised that—whether or not banks should be 
exempt 4 

Mr. Martin. Well, I think there might be very persuasive reasons 
why they should be exempted, but I would have to go back and develop 
them in concert with the other supervisory agencies. 

Senator Furnricur. I just wanted to develop for the record, if I 
could, while you were here—whether or not you would have any views 
about whether or not that is a proper exemption or whether perhaps 
there should not be. 

Are any of these reports on the banks’ condition that are required, 
for example, by the Federal Reserve Board or by the Comptroller or 
the FDIC made public? They are all confidential, are they not? 
That is, they are not the kind of report that any member of the pub- 
lic or a stockholder can go in and demand, is that right ? 

Mr. Martin. Well, at least three times a year there are public re- 
ports of condition by member banks of the Federal Reserve System. 
Now, the nature of the banking business, I think, requires some con- 
cern with respect to disclosure of some kinds of banking information. 

Senator Futsricut. In your examination of banks, do you require 
the information with regard to trading in the banks’ stock by officers 
of the company ? 

Mr. Martin. Oh, yes. 

Senator Futsricur. You do require that. 

Mr. Martin. Yes, indeed. 

Senator Fursrieutr. So would you say that all of the pertinent 
information is obtained by the Federal Reserve and these other agen- 
cies, but it just simply is not made public? 

Mr. Martrn. That is correct. 

Senator Fursrient. I believe that is all. 

Senator Busu. Would you care to comment on the question of 
whether the insurance companies should be added to this list of exemp- 
tions or not, or have you given that any thought? They do have 
State supervision similar to that of banks; they have close super- 
vision of their affairs by examiners. 
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Mr. Martin. I have not given it any considered thought, but I 
would think they would come very close to the same reasons that apply 
to banks; it would very likely apply to insurance companies. 

Senator Busu. I have no other questions. 

Senator Futsrient. Mr. Chairman, I have one other. I wonder 
if you would furnish for the record, Mr. Martin, a memorandum on 
the extent to which banks are presently subjected to disclosure re- 
quirements, that is, the revelation of all information, proxy and inside 
trader provisions, under the Securities Exchange Act. I think we 
ought to have a little more complete statement as to the present 
practices with regard to their reports, because if this exemption is to 
stand, we would like to have all the information we can supporting 
this. 

Mr. Martin. I would be very glad to prepare such a memorandum 
and file it with you. 

Senator Busu. Would you care to add to that the proxy require- 
ments ? 

Senator Futsricutr. Yes, the proxy requirements. 

Senator Busn. The requirements of the proxy statement. 

Senator Futsricutr. You understand, we are not very dogmatic 
about these provisions. Weare trying to inquire just what they should 
be. Your staff probably would be as well equipped as anyone to give 
us that information. 

Mr. Martin. We would be very glad to work on it. 

Senator Lenman. Mr. Martin, I want to explain the reason that this 
question of voting of bank stocks and the disclosure of various details— 
I am not now referring to the financial condition of the bank, but the 
other conditions—looms a little bit more brightly in our minds today 
than it would have a few weeks ago. That is because of a bill that 
was up in the Senate a few days ago which amended the law which 
had been on the books for 20 years. It gave stockholders of banks 
with minority representation, representation on boards through cumu- 
lative voting. I think it was the one means by which the minority 
stockholders could obtain some representation. In this bill, one of 
the exceptions made is in favor of bank disclosure in connection with 
the carrying out of the provisions of the act. Why do you think a 
bank should be excepted any more than a railroad company or an 
insurance company or an industrial company? We know there are 
great accumulations of capital, not only of deposits, but of capital 
funds in many of our banks. We also know that each one is owned by 
many thousands of stockholders. We also know that with a very few 
exceptions, none of them is listed on the exchanges. Why do you 
think there should be an exception made in the case of banks? 

Mr. Martin. Well, I think the main reason applies there that ap- 
plies to separate supervisory agencies with respect to banks. And I 
think it goes right to money and credit in its relationship to all busi- 
ness. Now, I think perhaps there are reasons with respect to indi- 
vidual items where the supervisory agencies have not applied similar 
standards which might, in the light of developing events, call for some 
change. But I think the reason for the differentiation is clear, that 
a bank has a different relationship to the community than a railroad 
or an industrial concern, as to the giver of credit. 
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ator Lenman. Insurance companies are under State — rvision 
oak: ri dilbend companies are under supervision of the ICC or of State 
public utilities commissions. None of them is exempt ivens this kind 
of requirement. 

Mr. Martin. Well, I go back, Senator, to the basic nature of money 
and credit. And I think it is different—just as in the Federal Reserve 
Act we have an agency, an institutional agency, which is set up under 
that act to act as a trustee of the people’s money, the trust indenture 
having been written by the Congress of the United States. Now, that 
does not apply to any other agency of Government that I know of. 

Senator Leuman. That does apply, of course, to the integrity of the 
bank. 

Mr. Martin. That is right. 

Senator Leuman. And the solvency of the bank. It does not apply 
to the interests of the stockholders, of course. At least I so gathered 
from your testimony. 

Mr. Marrry. Well, it is related, though. I think it is related to the 
— ncy factors of the bank. 

Senator Lenman. I understood you to say that there were no pro- 
visions, no regulations which covered the voting rights of stockholders 
or even certain information which stockholders generally are entitled 
to. I know that reports are made to the Feder: al Reserve Board and 
possibly other agencies. But those are not a matter of public record. 

Mr. Martin. Well, that is the point that you have made and made 
very effectively. We should review whether it should be made a mat- 
ter of public record. But it is not at the present time because each 
of the supervisory agencies applies ad hoc standards to the individual 
situation. Maybe I am in error on this, but I do not think that there 
are any general rules or regulations that supervisory agencies have. 
Do you think there are, Mr. Solomon ? 

Mr. Sotomon. I think there are none. 

Mr. Martin. Mr. Solomon is our Assistant General Counsel. 

Senator Lenman. I am glad you put his name in the record for 
identification purposes. 

If you cannot give me the information, I do not know where to go 
to get it. What does a bank do in connection with the election of di- 
rectors? Are the directors simply picked by a coterie and then a 
certain number of stockholders come to a meeting and vote for them; 
are the stockholders given notice of the meeting; are the stockholders 
advised of the salient factors to which they are usually considered 
entitled ? 

Mr. Marttx. The stockholders are usually given notice. 

Senator Lenman. Do they get formal proxies ? 

Mr. Martin. Yes, definitely. 

Senator Lenman. Do those disclose the compensation or the votings 
of the directors ? 

Mr. Martry. They do not follow in that sense. I would be very 
elad to have a memorandum prepared on this aspect of it. 

Senator Legman. I would be very glad to have that, of course. 

Mr. Martin. I would be delighted : to submit it. 

Senator Lenman. Any further questions ? 

Senator Busn. Just one observation. Might I ask Mr. Martin if 
he does not think it is true that practice has resulted in a very high 
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degree of disclosure of the affairs of a bank, particularly its assets and 
liabilities and the value of its stock, because of the requirements of 
the State bank examiners that those reports be published periodically. 

The practice of making quarterly statements by most banks has been 
so general that I was “wondering if Mr. Martin does not think per- 
haps that is one of the reasons there has been no apparent demand for 
the types of disclosures that the chairman of the subcommittee is 
talking of. Do you think that is true today ¢ 

Mr. Martin. I do think that is true. 

Senator Busu. That has been my observation. There has been so 
much disclosure of complete information concerning the items that 
have a bearing on the value of banks that there has not been any real 
demand for regulation or requirements for disclosure. 

Senator Leuman. May I 


say that I have great confidence in our 
banks, 


I have a great regard for most of the directors of the banks 
They are fine men, loyal, and deeply interested in the duties for which 
they are responsible. I want to make very clear that I did not very 
much worry about this thing until my suspicions were aroused during 
the last few weeks by the great effort of the banks to remove this 
privilege, and it was not very often resorted to, given to minority 
stockholders, to elect representation through cumulative voting. I 
am frank to say that that has aroused at least my curiousity as to why 
they should want to do it. That curiosity, of course, has been ex- 
panded by the fact that I now know that in at least some cases, there 
is the flimsiest or most informal kind of proxy solicitation or forms 
sent out to the stockholders. 

[ have heard of one case—I will not vouch for this; this has only 
come to me by hearsay—where in sending a dividend check, on the bac . 
of the dividend check there was the vote by proxy, the giving of : 
proxy for the election of directors, so that when the stoc Siedder 
cashed his check, he had to endorse it, and he would simultaneously 
give his proxy. I want to emphasize the fact that I am not making 
that as a statement of my own knowledge. 

Do you know anything about any practice of that sort? 
ever heard of anything like that ? 

Mr. Martrn. I have never heard of anything of that sort. And I 
might say, Senator, I have not followed the cumulative voting bill. 
; have not followed the debate on it. But I want to say that the Board 

gave a lot of consideration to it and finally took a neutral position on 
the issue. It can be debated on both sides. It depends on how it 
is abused the most, or whether in order to come to a judgment—we 
just could not come to a straightforward, clear-cut position in our 


Board on cumulative voting. But I might just make that as a com- 
ment. 


Have you 


Senator Lenman. Your Board has no jurisdiction over insurance 
companies, has it ? 

Mr. Martin. No, sir. 

Senator LenmMan. Under whom would that come 

Mr. Martin. There is no agency that has jurisdiction over insur- 
ance companies. The individual States have it. 


Senator Lenman. That is true even in the case of mutual com- 
panies. 


Mr. Martin. Right. 
Senator Lenman. Thank you very much, indeed. 





what agency ? 
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(The following supplemental statement was later received for the 
record :) 


MEMORANDUM From CHAIRMAN MARTIN oF THE Boarp oF GovERNORS OF THE 
FEDERAL RESERVE SystTeM SUPPLEMENTING His STATEMENT ON §S, 2054 


In connection with the exclusion of banks from S. 2054. questions have been 
raised as to the status of banks, the Federal] regulation and supervision to which 
they are subject, and the practices which they now follow with respect to the 
matters covered by S. 2054. This memorandum is addressed to those questions. 


SPECIALIZED NATURE OF BANKS 


Banks differ from most other corporations in several respects. Most of these 
aifferences are related to the unique position of banks in the national economy. 
They are the custodians of the bank deposits that form the bulk of the Nation’s 
means of payment, its money supply. 

Because of the strong public interest in the safety and mobility of bank de- 
posits, banks are subject to extensive Federal regulation and supervision, 
especially under Sweeping banking legislation passed by Congress in the 1930's. 
The breath of this regulation and supervision is Outlined later in this memo- 
randum. 

Federal regulation and Supervision of banks is primarily concerned with the 
protection of depositors. However, since deposits constitute such an overwhelm- 
ing proportion of the total funds available to banks —usually more than 90 per- 
cent—protection of the depositor becomes closely intertwined with protection of 
the stockholder. Even though protection of bank depositors and bank stock- 
holders are not always identical, they are so similar that measures to protect 
depositors also protect Stockholders. For example, the vigilance of the bank 
Supervisory authorities against harmful self-dealing by a bank’s officers, diree- 
tors or large stockholders provides protection for both depositors and stock- 
holders. 

Similarly, limitations on the kinds of investments that banks can make and 
on the kinds of activities in Which they can engage protect both depositor and 
stockholder. They tend to keep banks out of transactions that may result in 
heavy losses or spectacular profits. Officers, directors and large stockholders— 
so-called insiders—of banks are thus less likely than those of other corporations 
to have “inside information” of the kind that would enable them to make heavy 
profits from short-term trading in their corporation’s stock. The nonspeculative 
nature of banking operations also causes bank stocks to be less volatile than 
most others, thus generally reducing both opportunities and incentives for profits 
from short-term trading in the stock. 

Due to the large proportion of bank funds represented by deposits, a measure 
of size which would be appropriate for other businesses would be unsuitable 
for banks. Thus, if the provision of S. 2054 which excludes corporations with 
less than $5 million in assets were applied to banks, the results would be widely 
different from when such a test is applied to other corporations. 


REGULATION AND SUP} RVISION OF BANKS 


Federal regulation and supervision of banks is so extensive that an adequate 
discussion of the subject would go far beyond the scope of this memorandum, 
which merely touches upon certain aspects of the matter. In addition to being 
subject to Federal regulation and supervision, banks chartered under State law 
are also subject to State regulation and supervision, which is not covered in 
this memorandum. 

The examinations of banks at least once each year is an important aspect of 
Federal regulation and supervision. National banks are examined by examiners 
commissioned by the Comptroller of the Currency, State member banks of the 
Federal Reserve System are examined by examiners commissioned by the 12 
Federal Reserve banks with the approval of the Board of Governors of the 
lederal Reserve System, and insured State nonmember banks are examined by 
examiners commissioned by the Federal Deposit Insurance Corporation, 

These examinations are not detailed audits. However, they are concerned not 
merely with information as to the financial position of the bank, but also with its 
soundness and its general operations and practices, For example, examiners in- 
spect the minutes of the meetings of the board of directors. They inquire into 


nee 
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the adequacy of insurance coverage against defaleation and other such losses. 
They consider the stockholdings of officers, directors and principal stockholders. 
They are alert for any evidence of self-dealing by the bank’s officers or directors 
which might conflict with the best interests of the bank. : 

These examinations delve into the affairs of the bank and develop extensive 
information, much of it confidential, about the bank, its directors, officers, em- 
ployees, depositors and borrowers. Section 1906 of the United States Criminal 
Code (U. S. C., title 18, sec. 1906) illustrates the confidential character of this 
information. It provides criminal penalties for unauthorized disclosure by a 
bank examiner of information regarding a bank’s borrowers or the collateral for 
its loans. 

The supervisory authorities carefully review the reports of these examinations, 
and the management of the bank is called upon to correct any practices which 
appear to be illegal, unsafe, or unsound. 

Besides being examined by bank examiners, banks are subject to other super- 
vision and regulation. National banks and State member banks of the Federal 
Reserve System must file a report of condition with the Federal supervisory 
authorities at least three times each year, and these reports must be published in 
a local newspaper. Insured State nonmember banks must file such a report at 
least twice a year and, although Federal law does not require their publication, 
most State laws do. 

National and State member banks must file with the Federal supervisory 
authorities semiannual reports of earnings, expenses, profits, losses and dividends, 
and insured State nonmember banks must file such reports annually. 

A bank cannot open a branch office without the approval of the Comptroller of 
the Currency if a national bank, the Federal Reserve Board if a State member 
bank of the Federal Reserve System, or the FDIC if an insured State nonmember 
bank. 

The deposit insurance of a bank can be terminated for violations of law or for 
continued unsafe or unsound practices. Since it is not practicable for a large 
bank to operate without deposit insurance, a bank’s management will not lightly 
incur such termination. 

The Board of Governors of the Federal Reserve System may remove an officer 
or director of a member bank of the Federal Reserve System for continued viola- 
tion of law or continued unsafe or unsound practices. 

A member bank of the Federal Reserve System is forbidden to pay to any 
officer, director, or employee a higher rate of interest on deposits than that paid to 
other depositors on similar deposits with the member bank. 

A member bank may not make any loan to an executive officer of the bank; 
the only exception is for a loan not exceeding $2,500 made with the prior approval 
of a majority of the entire board of directors. If an executive officer of a member 
bank borrows from any other bank he must make a full report to the board of 
directors of his bank. The bank examiner can, of course, note these facts when 
he inspects the minutes of the meetings of the board of directors. 

A member bank is strictly limited with respect to loans which it may make to 
institutions with which it is “affiliated.” 

A bank cannot engage in the business of issuing, underwriting. or distributing 
securities other than obligations of the United States or certain State or munici- 
pal obligations, and a member bank cannot be “affiliated” with a company prin- 
cipally so engaged. 

A member bank cannot buy any bonds, other than certain State or municipal 
bonds, unless they meet certain investment standards. It cannot purchase any 
stocks at all for its own account except in a few limited situations. 


REQUIREMENTS OF 8. 2054 


S. 2054 would adopt specified requirements from the Securities Exchange Act 
of 1934 and apply them to certain large, widely held corporations. The require- 
ments cover (1) publication of financial reports and related information, (2) 
proxy solicitations, and (3) so-called insiders’ profits resulting from trading in 
the company’s stock. Securities of corporations covered by S. 2054 would also 
be treated the same for the purpose of the margin requirements as securities 
listed on an exchange. 

The apparent purpose of S. 2054, and of the Securities Exchange Act of 1934 
on which it is based, is to provide protection for investors chiefly through supply- 
ing them with information. On the other hand, Federal banking policy has been 
to provide protection for depositors and stockholders of banks chiefly through 
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regulation and supervision. Since almost no banks have stocks listed on an ex- 
change, most banks are not Subject to the requirements of the Securities Ex- 
change Act. Accordingly, bank stockholders are not provided the same informa- 
tion that S. 2054 would require, but instead they have the protection of Federal 
bank regulation and supervision. As indicated before, Federal bank supervisory 
authorities not only obtain even more information about banks than would be 
required under S. 2054 but also exercise considerable supervision over them. 

What has been said above applies, among other things, to the solicitation of 
proxies from bank stockholders. Since most banks are not subject to proxy rules 
which the Securities and Exchange Commission issues under section 14 of the 
Securities Exchange Act, banks generally do not follow those requirements. 
For example, in soliciting proxies bank managements usually do not state the 
salaries or other compensation received by officers or directors, or the owner- 
ship of securities of the company by officers, directors or principal stockholders. 
Except in the case of some of the larger banks with more widely dispersed 
stockholders, the solicitation often does not include a list of proposed directors. 
However, it is understood that in solicitations of proxies for stock of larger banks, 
stockholders are customarily advised of the principal proposals for which the 
stock will be voted if the proxies are granted. Of course, other less important 
or routine matters may also come before the stockholders’ meeting. It is also 
understood that managements of large banks customarily supply information 
regarding operations, salaries and stockholdings when specifically requested at 
meetings of stockholders. Less information may be provided in the case of 
small banks with comparatively few stockholders—just as in the case of other 
small corporations with few stockholders—but it is understood that S. 2054 does 
not attempt to deal with such closely held situations. 

Stockholders of banks, like those of other corporations, have the right to 

nspect the books of the corporation. This right, of course, involves procedures 

different from those provided under the Securities Exchange Act, but it affords 
some protection for bank stockholders in addition to the more comprehensive 
protection provided by Federal regulation and supervision of banks. 

It may also be noted that the law specifically requires that each national 
bank keep at all times a “full and correct list of the names and residences of 
all the shareholders * * * , and the number of shares held by each, in the of- 
fice where its business is transacted. Such list shail be subject to the inspection 
of all the shareholders and creditors of the [bank] * * * during business hours 
of each day in which business may be legally transacted” (R. 8. 5210, 12 U. 8. C., 
sec. 62). This provision of Federal law does not apply to State banks. 

In attempting to distinguish between large, widely held corporations and small, 
closely held ones, S. 2054 excludes from the operation of the bill all corporations 
with less than $5 million in assets. As indicated before, due to the special 
nature of banks, tests of this kind which would achieve reasonable results for 
most other corporations would not be suitable for banks. Banks differ so mark- 
edly from most other businesses that it does not seem feasible to use the same 
tests for both. 


Ss 
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SUMMARY 


Factors such as those outlined above presumably led to the exclusion of banks 
from S. 2054. They may be briefly summarized. 

The apparent purpose of S. 2054, and of the Securities Exchange Act on which 
it is based, is to protect investors chiefly by supplying them with information. 
On the other hand, Federal banking policy has been to protect depositors and 
stockholders of banks chiefly by a comprehensive system of Federal regula- 
tion and supervision. 

To superimpose the requirements of S. 2054 upon the present system of Fed- 
eral bank regulation and supervision would raise difficult problems of duplica- 
tion and inconsistency. If it should be thought desirable by the committee to 
provide additional protection for the stockholders of banks, it would be prefer- 
able to consider the question separately as a banking problem involving pos- 
sible amendments to the specific laws that relate to banks and the Federal bank 


supervisory authorities. 

Senator Lenman. The next witness is Mr. J. Sinclair Armstrong, 
Chairman of the Securities and Exchange Commission. If you prefer, 
you can condense your statement. If you prefer to speak informally, 
that is perfectly all right with us. 
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Mr. ArmstronG. Thank you very much, sir. I would prefer to read 
from the statement and from time to time either directly or in re- 
sponse to your questions it will undoubtedly be necessary for me to 
speak extemporaneously. 


STATEMENT OF J. SINCLAIR ARMSTRONG, CHAIRMAN, SECURITIES 
AND EXCHANGE COMMISSION 


Mr. Armstrong. Mr. Chairman and members of the committee, my. 
name is J. Sinclair Armstrong, of Illinois. I am a member of and 
presently Chairman of the Securities and Exchange Commission and 
am appearing here this afternoon at the request of the committee to 
testify with reference to S. 2054 which was introduced in the Senate 
by Senator Fulbright on May 24 of this year. I am accompanied by 
Commissioners Clarence H. Adams, of Connecticut, and Andrew 
Downey Orrick, of California. Commissioner Andrew Jackson Good- 
win, Jr., of Alabama, could not be here today. 

I am also accompanied by certain members of the staff of the Com- 
mission, particularly Mr. Byron D. Woodside, the Director of the 
Division of Corporation Finance; Mr. Manuel IF’. Cohen, Chief Coun- 
sel of the Division of Corporation Finance; Mr. Phillip Loomis, Asso- 
ciate Director of the Division of Trading and Exchanges; Mr. Arden 
Hs Andresen of the General Counsel's Office. We are also acc ‘companied 

y Mr. James Phelan, the administrative assistant to Commissioner 
7 s seabitia and Mr. Frank G. Uriell, who is my administrative assistant, 
and also Mr. Charles R. McCutcheon, the Assistant Director of the 
Division of Trading and Exchanges. 

The views which 1 express in my prepared statement represent the 
unanimous opinion of the Commission and have been approved by the 
Bureau of the Budget as in accord with the legislative program of 
the President, pursuant to Bureau of the Budget Circular A—19, Re- 
vised. 

S. 2054, which would amend the Securities Exchange Act of 1934 
as heretofore amended and now in effect, which for ease of reference 
I will refer to as the “Exchange Act,” has as its general purpose pro- 
viding investors in securities not registered and listed on national 
securities exchanges with the protection and benefits of certain pro- 
visions of the Exchange Act now operative only as to registered and 
listed securities. 

The Commission believes that the broad principles and objectives 
underlying S. 2054 are sound and the Commission supports them. 
The fact that there has been no means by which the principles and 
standards of fair, accurate, and adequate financial reporting and dis- 
closures of the Exchange Act could be brought to bear for the benefit 
of investors in our important over-the-counter markets is of concern 
to this Commission as it has been to our predecessors. 

The matter of translating these principles into specific statutory 
provisions which would afford an effective and practicable means of 
resolving some of the complex policy and economic problems involved 
in establishing a parity of Federal regulation as between the listed and 
over-the-counter markets, however, has presented and now presents 
some basic difficulties. 

It is necessary for a full understanding of the opinion of the Com- 
mission on the bill that I review briefly the history of the Exchange 
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Act and the concern of Committees of the Congress and the Commis- 
sion over the years with the problems presented by trading in unlisted 
securities on the exchanges and by trading in unlisted securities off 
the exchanges in the important capital markets of the Nation. The 
latter is usually called the over-the-counter market. 

Section 12 (a) of the Exchange Act makes it unlawful for a member 
of an exchange or for a broker or dealer to effect any transaction in 
any security—other than an exempted security—on a national 
curities exchange, unless a registration is effective as to such security 
for such exchange. 

Section 12 (b) of the Exchange Act provides for the registration 
of a security on a national securities exchange by the issuer of that 
security filing an application with the exchange and with the Com- 
mission. The section further prescribes the general scope and nature 
of the basic information concerning the issuer and its securities re- 
quired to be included in an application or registration and confers upon 
the Commission general rulemaking powers to insure that information 
“necessary or appropriate for the proper protection of investors and to 
insure fair dealing in the security” is available for public use and in- 
spection. 

At this point in the transcript I request there be included sections 12 
(a) and (b) of the Exchange Act. 

Senator Futsrient. Without objection, it is so ordered. 

(The material referred to follows :) 


REGISTRATION REQUIREMENTS FOR SECURITIES 


Sec. 12. (a) It shall be unlawful for any member, broker, or dealer to effect 
any transaction in any security (other than an exempted security) on a national 
securities exchange unless a registration is effective as to such security for such 
exchange in accordance with the provisions of this title and the rules and regula- 
tions thereunder. 

(b) A security may be registered on a national securities exchange by the 
issuer filing an application with the exchange (and filing with the Commission 
such duplicate originals thereof as the Commission may require), which applica 
tion shall contain— 

(1) Such information, in such detail, as to the issuer and any person directly 
or indirectly controlling or controlled by, or under direct or indirect common 
control with, the issuer, and any guarantor of the security as to principal or 
interest or both, as the Commission may by rules and regulations require, as 
necessary or appropriate in the public interest or for the protection of investors, 
in respect of the following: 

(A) the organization, financial structure and nature of the business; 

(B) the terms, position, rights, and privileges of the different classes of 
securities outstanding ; 

(C) the terms on which their securities are to be, and during the preced- 
ing three years have been, offered to the public or otherwise ; 

(D) the directors, officers, and underwriters, and each security holder 
of record holding more than 10 per centum of any class of any equity security 
of the issuer (other than an exempted security), their remuneration and 
their interests in the securities of, and their material contracts with, the 
issuer and any person directly or indirectly controlling or controlled by, or 
under direct or indirect common control with, the issuer : 

(E) remuneration to others than directors and officers exceeding $20,000 
per annum; 

(F) bonus and profit-sharing arrangements; 

(G) management and service contracts ; 

(H) options existing or to be created in respect of their securities: 

(1) balance sheets for not more than the three preceding fiscal years, 
certified if required by the rules and regulations of the Commission by 
independent public accountants ; 
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(J) profit and loss statements for not more than the three preceding fiscal 
years, certified if required by the rules and regulations of the Commission 
by independent public accountants; and 

(K) any further financial statements which the Commission may deem 
necessary or appropriate for the protection of investors 
(2) Such copies of articles of incorporation, bylaws, trust indentures, of 
corresponding documents by whatever name known, underwriting arrangements 
and other similar documents of, and voting trust agreements with respect to, the 
ssuer and any person directly or indirectly controlling or controlled by, or under 
direct or indirect common control with, the issuer as the Commission may require 
as necessary or appropriate for the proper protection of investors and to insure 
fair dealing in the security. 


Mr. Armstrona. Section 13 of the Exchange Act in effect requires 
every issuer of a security registered on a national securities exchange 
to file with the exchange and the Commission such annual and periodic 
reports as the Commission may require to keep reasonably current the 
information and documents filed at the time of registration pursuant 
to section 12. 

At this point I request that section 13 be made a part of the record. 

Senator Futsrient. Without objection, it is so ordered. 

(The material referred to follows:) 


PERIODICAL AND OTHER REPORTS 


Sec. 18. (a) Every issuer of a security registered on a national securities 
exchange shall file the information, documents, and reports below specified 
with the exchange (and shall file with the Commission such duplicate originals 
thereof as the Commission may require), in accordance with such rules and regu- 
lations as the Commission may prescribe as necessary or appreciate for the proper 
protection of investors and to insure fair dealings in the security 

(1) Such information and documents as the Commission may require to keep 
reasonably current the information and documents filed pursuant to section 12. 

(2) Such annual reports, certified if required by the rules and regulations of 
the Commission by independent public accountants, and such quarterly reports 
as the Commission may prescribe. 

(b) The Commission may prescribe, in regard to reports made pursuant to this 
title, the form or forms in which the required information shall be set forth, the 
items or details to be shown in the balance sheet and the earning statement, and 
the methods to be followed in the preparation of reports, in the appraisal or valu- 
ation of assets and liabilities, in the determination of depreciation and depletion 
in the differentiation of recurring and nonrecurring income, in the differentiation 
of investment and operating income, and in the preparation, where the Commis- 
sion deems it necessary or desirable, of separate and/or consolidated balance 
sheets or income accounts of any person directly or indirectly controlling or con- 
trolled by the issuer, or any person under direct or indirect common control with 
the issuer ; but in the case of the reports of any person whose methods of account- 
ing are prescribed under the provisions of any law of the United States, or any 
rule or regulation thereunder, the rules and regulations of the Commission with 
respect to reports shall not be inconsistent with the requirements imposed by such 
law or rule or regulation in respect of the same subject matter, and, in the case of 
carriers subject to the provisions of section 20 of the Interstate Commerce Act, as 
amended, or carriers required pursuant to any other Act of Congress to make 
reports of the same general character as those required under such section 20, 
shall permit such carriers to file with the Commission and the exchange duplicate 
copies of the reports and other documents filed with the Interstate Commerce 
Commission, or with the governmental authority administering such other Act of 
Congress, in lieu of the reports, information and documents required under this 
section and section 12 in respect of the same subject matter. 

(c) If in the judgment of the Commission any report required under subsection 
(a) is inapplicable to any specified class or classes of issuers, the Commission 
shall require in lieu thereof of the submission of such reports of comparable char- 
acter as it may deem applicable to such class or classes of issuers. 


Mr. Armstrone. Section 14 (a) of the Exchange Act makes it un- 
lawful for any person to solicit any proxy, consent, or authorization in 
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respect of any security—other than an exempt security—registered on 
any national securities exchange in contravention of such rules and 
regulations as the Commission may prescribe as necessary or appro- 
priate in the public interest or the protection of investors. I might 
mention parenthetically that I testified concerning the Commission’s 
proxy rules before this subcommittee on June 15. 

Section 16 (a) of the Exchange Act requires each person who is di- 
rectly or indirectly the beneficial owner of more than 10 percent of any 
class of any equity security—other than an exempted security—which 
is registered on a national securities exchange, or who is a director or 
an officer of the issuer of such security, to file with the exchange and 
the Commission a statement of the amount of all equity securities of 
the issuer of which he is the beneficial owner, and periodic statements 
with respect to changes in such ownership. 

Section 16 (b) of the Exchange Act provides— 


for the purpose of preventing the unfair use of information which may have been 
obtained by such beneficial owner, director, or officer by reason of his relation- 
ship to the issuer, any profit realized by him from any purchase and sale, or any 
sale and purchase, of any equity security of such issuer—other than an exempted 
security—within any period of less than 6 months * * * shall inure to and be 
recoverable by the issuer * * * 


Suit to recover such profit may be instituted at law or in equity by 
the issuer or by the owner of any security of the issuer in the name and 
in behalf of the issuer if the issuer fails or refuses to bring such suit. 

Section 16 (c) makes it unlawful for any such beneficial owner, di- 
rector or officer to sell “short” any equity security of such issuer. 

Mr. Chairman, at this point I request that sections 16 (a), (b), and 
(c) of the Exchange Act appear in the record. 

Senator Futsrient. Without objection, it is so ordered. 

(The material referred to follows :) 


DIRECTORS, OFFICERS, AND PRINCIPAL STOCKHOLDERS 


Sec. 16. (a) Every person who is directly or indirectly the beneficial owner of 
more than 10 per centum of any class of any equity security (other than an ex- 
empted security) which is registered on a national securities exchange, or who is 
a director or an officer of the issuer of such security, shall file, at the time of the 
registration of such security or within ten days after he becomes such beneficial 
owner, director, or officer, a statement with the exchange (and a duplicate origi- 
nal thereof with the Commission) of the amount of all equity securities of such 
issuer of which he is the beneficial owner, and within ten days after the close 
of each calendar month thereafter, if there has been any change in such owner- 
ship during such month, shall file with the exchange a statement (and a dupli- 
cate original thereof with the Commission) indicating his ownership at the close 
of the calendar month and such changes in his ownership as have occurred dur- 
ing such calendar month. 

(b) For the purpose of preventing the unfair use of information which may 
have been obtained by such beneficial owner, director, or officer by reason of 
his relationship to the issuer, any profit realized by him from any purchase and 
sale, or any sale and purchase, of any equity security of such issuer (other than 
an exempted security) within any period of less than six months, unless such 
security was acquired in good faith in connection with a debt previously con- 
tracted, shall inure to and be recoverable by the issuer, irrespective of any in- 
tention on the part of such beneficial owner, director, or officer in entering into 
such transaction of holding the security purchased or of not repurchasing the 
security sold for a period exceeding six months. Suit to recover such profit 
may be instituted at law or in equity in any court of competent jurisdiction by 
the issuer, or by the owner of any security of the issuer in the name and in behalf 
of the issuer if the issuer shall fail or refuse to bring such suit within sixty days 
after request or shall fail diligently to prosecute the same thereafter; but no 
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ich suit shall be brought more than two years after the date such profit was 
realized. This subsection shall not be construed to cover any 
such beneficial owner was not such both at the time of the 
or the sale and purchase, of the security involved, or any transaction or trans 
actions which the Commission by rules and regulations may exempt as not com 
prehended within the purpose of this subsection. 

(c) It shall be unlawful for any such beneficial owner, director, or officer, 
directly or indirectly, to sell any equity security of such issuer (other than an 
exempted security), if the person selling the security or his principal (1) does 
not own the security sold, or (2) if owning the security, does not deliver 
against such sale within twenty days thereafter, or does not within five days after 
such sale deposit it in the mails or other usual channels of transportation; but 
no person shall be deemed to have violated this subsection if he proves that not 
withstanding the exercise of good faith he was unable to make such delivery or 
deposit within such time, or that to do so would cause undue inconvenience or 
expense. 


transaction where 
purchase and sale, 


Mr. Armstrrone. These sections of the Exchange Act which I have 
described have remained unchanged since the enactment of the Ex- 
change Act in 1934. They were designed i in general to provide inves- 
tors with adequate and accurate information concerning the issuers 
of securities registered and listed for trading on the securities ex- 
changes; to provide fair, adequate, and accurate disclosure in connec- 
tion with the solicitation of proxies from the owners of registered and 
listed securities; to require public disclosure of the ownership by so- 
called insiders of equity securities issued by companies having equity 
securities registered and listed on exchanges; and to prevent the use of 
inside information by such persons for personal gain and profit at the 
expense of other security holders. 

These provisions of the Exchange Act by their terms do not reach 
issuers Whose securities are traded only i in the over-the-counter market, 
or the securities of such issuers. 

That the Congress was aware at the time of the original enactment 
of the Exchange Act in 1934 of the significance of the over-the-counter 
market is evident from the provisions of section 15 of the original 
Exchange Act which I will submit for the record. 

At this point, Mr, Chairman, I would like to request the inclusion in 
the record of section 15 of the Exchange Act as it was enacted in 1934. 

Senator Fursrieutr. Without objection, it is so ordered. 

(The material referred to follows:) 


SECTION 15 OF THE SECURITIES EXCHANGE AcT oF 1934 AS ORIGINALLY ENACTED 


“Src, 15. It shall be unlawful, in contravention of such rules and regulations 
as the Commission may prescribe as necessary or appropriate in the public inter- 
est and to insure to investors protection comparable to that provided by and under 
authority of this title in the case of national securities exchanges, (1) for any 
broker or dealer, singly or with any other person or persons to make use of the 
mails or any means or instrumentality of interestate commerce for the purpose of 
making or creating, or enabling another to make or create, a market, otherwise 
than on a national securities exchange, for both the purchase and sale of any 
security (other than an exempted security or commercial paper, bankers’ accept- 
ances, or commercial bills, or unregistered securities the market in which is pre- 
dominantly intrastate and which have not previously been registered or listed), 
or (2) for any broker or dealer to use any facility of any such market. Such 
rules and regulations may provide for the regulation of all transactions by brok- 
ers and dealers on any such market, for the registration with the Commission 
of dealers and/or brokers making or creating such a market, and for the registra- 
tion of the securities for which they make or create a market and may make 
special provision with respect to securities or specified classes thereof listed, or 
entitled to unlisted trading privileges, upon any exchange on the date of the 
enactment of this title, which securities are not registered under the provisions of 
section 12 of this title.” 
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Mr. Armstrronc. The pertinent point for the committee to note is 
that this section, as it was originally enacted, made it unlawful, in con- 
travention of rules of the Commission designed to insure investor pro- 
tection comparable to that provided under the Exchange Act in the 
case of national securities exchanges, for brokers or dealers to create 
a market in securities not registered or listed on exchanges. 

Co eressional committees’ reports also show awareness of the prob- 
lems of over-the-counter securities. Senate Report No. 792, April 17, 
1934, on bill S. 3420, Federal Securities Exchange Act of 1934, re- 
ferred at page 6 to the unorganized over-the-counter markets where 
securities are bought and sold in large volume. The report stated 
further: 

It has been deemed advisable to authorize the Commission to subject such 
activities to regulation similar to that prescribed for transactions on organized 
exchanges. 

House Report No. 1383, April 27, 1934, on bill H. R. 9323, Securi- 
ties Exchange Bill of 1934, referred to section 14 of the bill which 
later became section 15 of the Exchange Act, as it has just been incor- 
porated in the record. li states on page 24: 

The use of the mails and interstate commerce for the creation of markets, 
other than regular exchanges, is made the basis for such regulation of these 
markets as the Commission may find to be necessary or appropriate to insure 
to investors protection comparable to that which is accorded in the case of reg- 
istered exchanges under the act. 

In 1936 the Commission made a report to the Congress pursuant to 
a direction so to do contained in section 12 (f) in the original Ex- 
change Act (report on trading in unlisted securities upon exchanges). 
As originally enacted the Exchange Act provided for the termination 
of unlisted trading privileges on exchanges on June 30, 1936. The 
reason for this was that there were. as a matter of historical circum- 
stance, about 1,400 issues which enjoyed the privilege of trading on 
the New York Curb Exchange—now the American Stock Exchange— 
without being fully listed. This compares with 360 such issues on 
the American Stock Exchange as of December 31, 1954. 

Senator Leuman. May I interrupt you. Why the much smaller 
number? Were the trading privileges taken away by the exchange 
itself ¢ 

Mr. Armsrrone. Sir, I believe a correct answer would be that as 
changes have been made in the capital structure of the particular com- 
panies involved, the particular security issues have been required to go 
off, because they have been changed in form and hence have not been 
eligible to remain in that unlisted status, or, secondly, the companies 
themselves became listed companies. 

The Commission in its report recommended that unlisted trading 
not be prohibited—the 1936 report—and in lieu thereof proposed cer- 
tain amendments which are at present reflected in section 12 (f) of 
the act. I will discuss the problem of unlisted trading on exchanges 
later in my statement. The reason for my mentioning the problem at 
this juncture is that in the 1936 report the Commission also discussed 
and made recommendations with respect to section 15 of the Exchange 
Act and the general problem of providing information regarding un- 
listed and not registered securities. 

In its report, the Commission recognized the impracticability of 
enforcing the provisions of section 15 as it was originally enacted, 
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against brokers and dealers as a means of securing basic information 
and continuing reports as to issuers whose securities were traded only 
over the counter, or otherwise to provide for the investin io public 
the “protection comparable to that provided by and under authoi ity 
of this title in the case of national securities exchanges,” “this title 
referring to the Exchange Act itself, because the statute provided 
no legal duty upon the issuing companies to provide information or 
to make reports. The original section 15 therefore was repealed by 
an amendment in 1936. 

At the same time, however, a limited effort was made to deal with 
the absence of reliable public information as to securities tr: eens over 
the counter. The Commission had also recommended in its report, 
at page 24, that: 

(3) The existing power of the Commission to bring about adequate reporting 
by issuers of substantial size, whose securities have a wide public distribution, 
should be perfected to the end that there be information supplied by these 
issuers comparable to that now furnished by those who have registered their 
securities on an exchange. That end being attained, the Commission should 
then be empowered to prescribe terms and conditions under which the securities 
of these issuers should be permitted to enjoy an exchange market, where the 
public interest, not subjected to the sole control of management would be fur- 
thered by the creation of an exchange market. 

Pursuant to that recommendation, the Congress adopted section 
15 (d) of the Exchange Act and amended section 12 (f) as I shall 
later discuss. 

Section 15 (d) provides in substance that each registration state- 
ment hereafter filed pursuant to the Securities Act of 1936—i. e., in 
the case of each registered public offering of a new issue of securities 
after the effective date of the amendment, or the offering of securities 
on behalf of a controlling person—shall contain an undertaking by 
the issuer to file with the Commission such supplementary and per iodic 
information, documents and reports as may be required pursuant to 
section 13 of the Exchange Act in respect of a security listed and regis 
tered on an: ut ional securities exchange. 

At this point, Mr. Chairman, I will respectfully suggest the intro- 
duction in the record of section 15 (d) of the Exchange Act. 

Senator Lenman. Without objection, it isso ordered. 

(The material referred to follows :) 

mo. 15. ° * * 

(d) Each registration statement hereafter filed pursuant to the Securities 
Act of 1933, as amended, shall contain an undertaking by the issuer of the 
issue of securities to which the registration statement relates to file with the 
Commission, in accordance with such rules and regulations as the Commission 
may prescribe as necessary or appropriate in the public interest or for the 
protection of investors, such supplementary and periodic information, documents, 
and reports as may be required pursuant to section 13 of this title in respect 
of a security listed and registered on a national securities exchange; but such 
undertaking shall become operative only if the aggregate offering price of such 
issue of securities, plus the aggregate value of all other securities of such issuer 
of the same class (as hereinafter defined) outstanding, computed upon the basis 
of such offering price, amounts to $2,000,000 or more. The issuer shall file such 
supplementary and periodic information, documents, and reports pursuant to 
such undertaking, except that the duty to file shall be automatically suspended 
if and so long as (1) such issue of securities is listed and registered on a na- 
tional securities exchange, or (2) by reason of the listing and registration of 
any other security of such issuer on a national securities exchange, such issuer 
is required to file pursuant to section 13 of this title information, documents, 
and reports substantially equivalent to such as would be required if such issue 
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of securities were listed and registered on a national securities exchange, or 
(3) the aggregate value of all outstanding securities of the class to which such 
issue belongs is reduced to less than $1,000,000 computed upon the basis of the 
offering price of the last issue of securities of said class offered to the public. 
For the purposes of this subsection, the term “class” shall be construed to in- 
clude all securities of an issuer which are of substantially similar character and 
the holders of which enjoy substantially similar rights and privileges. Noth- 
ing in this subsection shall apply to securities issued by a foreign government or 
political subdivision thereof or to any other security which the Commission may 
by rules and regulations exempt as not comprehended within the purposes of 
this subsection.’ 


Mr. Armstrronc. The undertaking thus required becomes operative 
only if the aggregate offering price of the issue plus the aggregate 

value of all other securities of the same class computed on the basis of 
the offering price of the registered issue amounts to $2 million or more. 

The section further provides that the obligation to file reports shall 
~s suspended if the issuer later registers a security for listing on a na- 

ional securities exchange pursuant to section 12 of the Exchange Act 
or if the aggregate value of all outstanding securities of the class is 
reduced to less than $1 million computed on the basis of the offering 
price of the last issue of securities of that class offered to the public. 

Senate Report No. 1739, February 24, 1936, relating to the 1936 
amendments to the Exchange Act contains the following comment at 
page 4 concerning the provisions of section 15 (d) : 


A requirement of full and continuing information concerning securities 
publicly held and traded over-the-counter is essential. The amendment to section 
15 is designed to make effective the policy already embodied in that section. In 
its present form, section 15 contemplated a program of registration of securities 
traded over-the-counter in which the issuer would be reached indirectly through 
sanctions whose direct impact would fall upon brokers, dealers, and security 
holders. In subsection (d) of section 15, as amended by the bill as reported, the 
mandate and the sanctions would fall directly where they belong—upon the 
issuer. In this connection, it is worthy of note that the better underwriters make 
it a standard practice to require undertakings of the kind herein considered from 
issuers whose securities they distribute. 


Issuers thus subjected to the reporting requirements of the Ex- 
change Act were not covered by section 14 (a) relating to the solicita- 
tion of proxies or to section 16 relating to short swing trading by in- 


1 By see. 12 of Public, No. 621, 74th Cong., the provisions of this subsection do not 
become effective until 90 days after May 27, 1936. 

Attention is directed to sections 10 and 11 of Public, No. 621, 74th Cong., which reads: 

“Sec. 10. All brokers and dealers for whom registration is in effect on the date of enact- 
ment of this Act in accordance with rules and regulations of the Commission prescribed 
pursuant to section 15 of the Securities Exchange Act of 1934 shall be deemed to be 
registered pursuant to section 15 of such Act as amended by section 3 of this Act. 

“Sec. 11. Nothing in this Act shall be deemed to extinguish any liability which may have 
arisen prior to the effective date of this Act by reason of any violation of section 15 of 
the Securities Exchange Act of 1934 or of any rule or regulation thereunder.” 

As originally enacted sec. 15 read as follows : 

“Sec. 15. It shall be unlawful, in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest and to insure 
to investors protection comparable to that provided by and under authority of this title 
in the case of national securities exchanges, (1) for any broker or dealer, singly or with 
any other person or persons, to make use of the mails or any means or instrumentality of 
interstate commerce for the purpose of making or creating, or enabling another to make 
or create, a market, otherwise than on a national securities exchange, for both the pur- 
chase and sale of any security (other than an exempted security or commercial paper, 
bankers’ acceptances, or commercial bills, or unregistered securities the market in which 
is predominantly intrastate and which have not previously been registered or listed), or 
(2) for any broker or dealer to use any facility of any such market. Such rules and 
regulations may provide for the regulation of all transactions by brokers and dealers on 
any such market, for the registration with the Commission of dealers and/or brokers 
making or creating such a market, and for the registration of the securities for which 
they make or create a market and may make special provision with respect to securities 
or specified classes thereof listed, or entitled to oa ted trading privileges, upon any 
exchange on the date of the enactment of this title, which securities are not registered 
under the provisions of section 12 of this title.” 
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siders. Approximately 1,000 issuers are at present filing financial re- 
ports pursuant to the require ments of section 15 (d), of which ap proxi- 
mately 150 are investment companies whose undertakings are satisfied 
by compliance with the reporting requirements of the Investment Com- 
pany Act of 1940. 

The problem of the absence of any legislative provisions for the 
protection of investors in unlisted securities generally, comparable to 
those applicable with respect to registered and listed securities was 
next considered by the Commission in conference during 1940 and 1941 
following the introduction of bills in the House and Senate to amend 
the Securities Act. 

The Commission’s report of August 7, 1941, discusses many proposed 

amendments to the Securities Act of 1933 and the Exchange Act, some 
of which were urged by various groups in the securities industry and 
some of which were suggested by the Commission. 

Three proposals then advanced are pertinent here. 

The New York Stock Exchange and the New York Curb Ex- 
change—now the American Stock Exchange—proposed amendments 
to sections 14 and 16 of the Exchange Act. 

As to section 14, the proposal by the exch: anges, in brief, would have 
required the managements of all listed companies and of all other 
companies, except those expressly excluded to furnish the information 
required by the Commission’s proxy rules as a condition to seeking 
proxies of security holders for corporate action. The proposal would 
have excluded companies having gross assets of less than $3 million 
at book value or the equity securities of which were held of record by 
less than 300 persons and the issuer at the time of solicitation did not 
have bonds outstanding with an aggregate par value in excess of $5 
million. The proposal would have ‘provided also for the furnishing 
of information prior to meetings of security holders even though a 
solicitation of proxies was not involved. Provision was also made ex- 
empting solicitations from the operation of the proxy rules if the class 
of security involved was not listed on an exchange and was held by 
fewer than 300 persons. 

The proposal by the exchanges as to section 16 (a) would have ex- 
tended the reporting requirements with respect to trading by officers, 
lirectors and owners of 10 percent or more of the stock of a company 
not only to equity securities listed on exchanges, but also in general 
to the equity securities of all cor porations having gross assets of more 
than $3 million and more than 300 stoc kholders. Section 16 (c), 
which prohibits certain short-selling activities by such persons, would 
have been similarly extended. At the same time, it was proposed 
that section 16 (b), which provides for recovery of certain profits 
from short-term trading, be repealed. 

Senator Lenman. You have used the term “short-term trading.” 

Mr. Armstronea. Yes, sir. 

Senator Lenman. Will you explain just what you mean by that? 

Mr. Armstrong. Sir, I use that term as a telegraphic way of com- 
municating the idea that it applies only to transactions occurring 
within a 6-month period. It is colloquial. It saves spelling out sev- 
eral clauses in the section itself. 

The Commission in its 1941 report made the following statement 
with respect to the proposals as to section 14 (a) and section 16 (a) : 
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The Commission has approached the problem of amendment of the securities 
law with a desire not to urge any expansion of the area of its jurisdiction. Since 
this proposal would materially extend the application of section 14 beyond its 
present limits, the Commission does not urge its adoption. However, since it is 
urged by important groups within the securities industry the Commission does 
feel obligated to express the belief that the investing public would be benefited 
by extending to corporations generally the disclosure requirements of the proxy 
rules. The proposal would undoubtedly give the investing public a greater voice 
in the management of those corporations which would be brought under these 
disclosure requirements. 

The third proposal in the 1941 group of proposals, and this was a 
proposal which was suggested by the Commission, related to section 
15 (d) of the Exchange Act. It was suggested that the provisions of 
section 15 (d) be transferred to the Securities Act and broadened to 
make them applicable to all issuers which registered under the Se- 
curities Act so long as their registered securities were outstanding, un- 
less exempted by the Commission. In other words, the $2 million and 
$1 million tests would have been removed from section 15 (d) of the 
Exchange Act. 

None of the 1940-41 proposals was enacted by the Congress. 

In 1946, following a study by the Commission’s staff of certain 
corporate and financial practices of a number of companies not having 
securities registered and listed on any national securities exchange 
with respect to their financial reporting, solicitation of proxies and 
inside trading, the Commission submitted a report and recommenda- 
tion to the Congress. 

The Commission’s letter of submittal to the Senate and House of 
Representatives contains the following introductory paragraph: 

There is submitted herewith a report of the Securities and Exchange Com- 
mission recommending an amendment to the Securities Exchange Act of 1934 
which would extend to investors in certain unregistered securities the protec- 
tions now enjoyed by investors in securities which are registered by their issuers 
with this Commission. The purpose of the amendment is to eliminate a double 
standard with respect to the protection of investors which—more as a result of 
accident than of design—has developed over the past 13 years. The effect of 
the securities acts adopted by Congress since 1933 has been to afford various 
essential protections to investors in certain companies while leaving unprotected 
the investors who buy and sell securities issued by other companies of com- 
parable size, importance, and public interest. 

Appendix A, at page 31 of that report, contained the language of a 
proposed amendment to the Exchange Act which was incorporated 
in a bill introduced by Representative Clarence F. Lea, of California, 
then chairman of the House Committee on Interstate and Foreign 
Commerce, H. R. 7151, 79th Congress. The Commission’s annual re- 
port for 1946 refers to the fact that the bill was not submitted until 
the closing weeks of the session and Congress adjourned without hav- 
ing taken any action on it. : 

In August 1949 the amendment proposed by the Commission in 
1946 was incorporated in a bill introduced in the Senate by Senator J. 
Allen Frear of Delaware—S. 2408, 81st Congress. 

On January 9, 1950, the Commission transmitted to the Congress a 
supplemental report bringing up to date in part the 1946 study by 
the Commission’s staff. ‘ . 

On February 7, 1950, certain revisions of S. 2408 were proposed by 
the Commission. 

During February 1950 hearings were held by a subcommittee of 
the Banking and Currency Committee under the chairmanship of 
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Senator Frear. Many witnesses were heard and the record of the 
hearings was printed and published. 

During March 1950 a letter of the Commission to Senator Burnet 
R. Maybank, chairman of the Banking and Currency Committee, 
transmitted a further study and memorandum from the Commission 
with respect to the Frear bill as it related to insurance companies. 

On May 24 of this year, Senator J. W. Fulbright, chairman of the 
Banking and Currency Committee, introduced S. 2054, which I be- 
lieve follows the general pattern of the Commission’s 1950 proposals 
and the bill introduced by Senator Frear but contains certain differ- 
ences which I will mention. 

I believe from what I have said in tracing the background of the 
present provisions of the act, and some of the difficulties in dealing 
with the problems sought to be resolved by S. 2054 which I shall now 
discuss, the committee will understand that it has been physically im- 
possible for the Commission and our staff to study the voluminous 
background material and the various proposals on the subject, to 
reach conclusions and to forge them into a Commission position as to 
specific recommendations for statutory provisions which I could pre- 
sent to you today. 

For reasons which I wish to outline for you, some of which are 
administrative and some of which involve policy considerations, the 
Commission believes that certain of the provisions of S. 2054 should 
receive further scrutiny and study by the committee and the Commis- 
sion. The Commission would like the privilege of suggesting amend- 
ments after we have had a further opportunity to consider them. 

(1) Subsection (2) of S. 2054 in effect exempts securities issued by 
any issuer which has less than $5 million in assets, and securities 
issued by any issuer all the securities of which are held directly or 
indirectly by fewer than 500 persons. Subsection (6) of S. 2054 pro- 
vides that the Commission may by rules and regulations define the 
phrases “less than $5 million in assets” and “held directly or indirectly 
by fewer than 500 persons and any portion thereof.” 

In substance therefore these provisions of the bill purport to estab- 
lish criteria as to the public interest in unlisted securities. These 
criteria differ from those of the bill introduced by Senator Frear. 
They are higher than any heretofore considered by the Commission. 

At various times Congress has considered this problem in connec- 
tion with the adoption of or proposals to amend the legislation ad- 
ministered by the Commission. For example— 

(a) In section 3 (b) of the Securities Act, as it was passed in 1933, 
the Commission was given authority to exempt issues of $100,000 or 
less. This section was amended in 1945 to permit the exemption of 
issues of $300,000 or less. During the consideration of proposed 
amendments to the Securities Act in 1953 and 1954, a proposal was 
made to increase this figure to $500,000. The proposal passed by the 
Senate but not by the House of Representatives was dropped in the 
conference. 

(b) Section 15 (d) of the Exchange Act adopted in 1936 requires 
compliance with the reporting requirements of section 13 of that act 
if an issue offered to the public under the Securities Act plus all other 
securities of the same class already outstanding measured in terms of 
the public offering price amounts to $2 million or more. 
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The section further provides, however, that the reporting require- 
ments continue applicable until the public interest as so computed is 
reduced to less than $1 million. 

(c) Section 304 (a) (9) of the Trust Indenture Act exempts from 
the provisions of the act— 
any security which has been or is to be issued under an indenture which limits 
the aggregate principal amount of securities at any time outstanding thereunder 
to $1,000,000 or less * * * 

(d) Section 3 (c) (1) of the Investment Company Act of 1940 
excludes from the definition of investment company— 
any issuer whose outstanding securities (other than short term paper) are bene- 
ficially owned by not more than 100 persons * * * 

It provides further that for the purposes of the paragraph beneficial 
ownership by a company shall be deemed to be beneficial ownership by 
one person; except that if such company owns 10 percent or more of 
the outstanding voting securities of the issuer the beneficial ownership 
shall be deemed to be that of the holders of such company’s securities 
(other than short term paper). 

(e) The industry proposal in 1941 with respect to section 14 (a) 
excluded issuers the gross assets of which did not exceed $3 million at 
book value and issuers the equity securities of which were held of 
record by less than 300 persons, where the issuer at the time of solici- 
tation did not have bonds outstanding with an aggregate par value in 
excess of $5 million. 

(f) The bill introduced by Senator Frear excluded issuers having 
less than $3 million in assets, all of the securities of which were held 
directly or indirectly by fewer than 300 persons. 

From this, it is evidence that through the years Congress has sought 
an appropriate standard for gaging the public interest in security 
issues which should be afforded the protections of the various statutes. 

Certainly the asset limit specified in S. 2054 is higher than any com- 
parable measure of size in the public interest found in any of the 
statutes administered by the Commission. Further, the Commission 
believes that thought should be given to some appropriate meshing of 
the provisions of section 15 (d) and the provisions of S, 2054. There 
seems to be no reason in logic for the gap between the two and no 
reason in logic, for example, why, if section 15 (d) is an appropriate 
measure of public interest for purposes of financial reporting by 
issuers selling securities to the public, the proxy rules should not apply 
likewise. More serious questions are posed, however, by the provision 
which refers to “all of the securities of which are held directly or in- 
directly by fewer than 500 persons.” 

The Exchange Act in section 3 (a) (10) defines the term “security” 
in the following terminology, and section 3 (a) (11) defines the term 
“equity security” in the following terminology, which phraseology, 
Mr. Chairman, in the interest of saving the time of the committee, I 
will respectfully ask be included in the record without my reading it. 

Senator Leuman. There being no objection, it is so ordered, 

(The material referred to follows :) 

Section 3 (a) (10). The term “security” means any note, stock, treasury stock, 
bond, debenture, certificate of interest or participation in any profit-sharing agree- 
ment or in any oil, gas, or other mineral royalty or lease, any collateral-trust 
certificate, preorganization certificate or subscription, transferable share, invest- 
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ment contract, voting-trust certificate, certificate of deposit, for a security, or in 
general, any instrument commonly known as a “security”; or any certificate of 
interest or participation in, temporary or interim certificate for, receipt for, or 
warrant or right to subscribe to or purchase, any of the foregoing; but shall not 
include currency or any note, draft, bill of exchange, or banker’s acceptance which 
has a maturity at the time of issuance of not exceeding 9 months, exclusive of 
days of grace, or any renewal thereof the maturity of which is likewise limited. 

Section 3 (a) (11). The term “equity security’ means any stock or similar 
security ; or any security convertible, with or without consideration, into such a 
security, or carrying any warrant or right to subscribe to or purchase such a 
security ; or any such warrant or right; or any other security which the Commis- 
sion shall deem to be of similar nature and consider necessary or appropriate, by 
such rules and regulations as it may prescribe in the public interest or for the 
protection of investors, to treat as an equity security. 

Mr. Armstrona. It is impossible as a practical matter to determine 
with respect to many of the various types of securities included in these 
definitions—and I am sure the committee is aware from scanning them 
the breadth of these two definitions—the number of holders of such 
securities directly or indirectly. 

The Commission questions whether subsection (2) (B) as worded 
is an appropriate standard and whether it is suff iently precise as a 
statutory standard. It might be more appropriate to revise this sub- 
section to refer to the holders of equity securities. The difficulty in 
ascertaining the identity of and number of holders of many types of 
debt securities and warrants and the matter of record and beneficial 
ownership of equity securities would raise serious enforcement prob- 
lems and suggests the desirability of a careful review of these pro- 

visions for the purpose of achieving a more explicit and workable 
rule of exclusion. 

The second main point: In 1950, the Commission in presenting tes- 
timony before the Subcommittee on Securities and Exchange of the 
Banking and Currency Committee stated that the Commission recog- 
nized that there is a particular problem as to so-called “sponsorship” 
by dealers of locally traded issues that might be covered by S. 2408, 
the Frear bill. 

The concept of “sponsorship” may involve the relation of a dealer 
to a security issue in the original distribution of which he may have 
particips ated or an issue in which the dealer is active either as broker 
or as principal in making or creating a market in which there is a pub- 
lic interest. In many cases such dealers may be represented on the 
board of directors of the issuer. A possibility exists that applica- 
tion of section 16 (b) in sponsorship situations may impair the market 
for the holders of small issues of securities. In its 1950 testimony the 
Commission expressed the opinion that no amendment to the law was 
required because of the provisions of section 16 (b) authorizing the 
Commission to adopt exemptive rules. The Commission also stated 
that if the bill were passed the Commission intended to study the prob- 
lem and the feasibility and desirability of adopting appropriate ex- 
emptive rules to take care of these so-called sponsorship cases. 

The Commission has not been in a position during the period since 
1950 to make any study of this character. Therefore, gentlemen, 
we are not now in position to testify as to the magnitude of sponsor- 
ship in unlisted securities, the significance of such sponsorship in rela- 
tion to the volume of trading and maintenance of an orderly market 
in these securities, or the possible impact of section 16 (b) on prices 
and trading in the over-the-counter markets. 
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Senator Lenman. I do not quite understand your reference here to 
particular problems as to so-called sponsorship by dealers of locally 
traded issues that might be covered by S. 2408, the Frear bill. You 
go on to explain the concept of sponsorship. What is the difference 
between sponsorship of a locally traded issue and sponsorship of a 
nationally traded issue? 

Mr. Armstrona. Only in the public interest involved because of the 
comparatively smaller size and perhaps the actual existence of se- 
curity holders ina State or local region. 

Perhaps, Senator Lehman, the word “locally” is not too well chosen 
a word, because we are thinking perhaps more of size, although in the 
case of many small companies it perhaps is true that their ownership 
may center in a State or group of States and hence, again telegraphi- 

cally, perhaps colloquially, we use the word “locally.” 

Have I made it clear to you? 

Senator Lenman. Not entirely, but I will let that go for the time 
being because there will be a lot of questions that will arise out of this 
testimony anyhow. 

Mr. Armstrone. Generally speaking, Senator, securities in which 
there may be a more limited market than there is for securities whose 
4 arket is nationwide. Also securities for which markets are made 
by dealers. Very often they are small dealers, sir, not nationwide 
houses. 

Senator Lenman. I understand that. I understand the distinction 
between a local issue and a national issue. What I do not understand 
is why there should be more prohibitions in the case of one, or more 
difficulties in the case of one than of the other. 

In other words, you say in many cases—referring to local issues— 
such dealers may be represe nted on the board of directors of the 
issuer. That is true of national issues too, is it not, in many cases? 

Mr. Armstrrone. Well, sir, if a member of an underwriting firm 
became a member of the board of directors of the company whose 
securities the underwriting firm had underwritten, if it were a listed 
company, then section 16 would apply. And in the case of the national 
issue—using the word “national” in the sense that I have tried to 
indicate as being opposite to the sense of the word “local”—in the case 
of a national issue it may not be necessary that there be a trading 
market made by the underwriters. a continuing trading market. 

Senator Lenman. This bill exempts all issues in which the assets are 
more than $5 million. When a company gets to $5 million, it really is, 
generally speaking, pretty much of a national issue. There are not 
many issues of $5 million or more than $5 million that are purely 
local. I mean they may be popular in certain localities. 

Take Weyerhaeuser Timber Co. I think the stock is probably not 
broadly distributed, yet it is a company with assets of a couple hun- 
dred million dollars. 

It is not listed as far as I know. Yet it is a company that has tre- 
mendous assets and tremendous earning power. 

Mr. Armstrong. Senator, the very thing that you are now discuss- 
ing is a subject matter with respect to which we suggest that the com- 
mittee and the Congress and the Commission should be better informed 
on than it now is. The Weyerhaeuser Timber Co. example, sir, is a 
single instance. 

Senator Lenman. Talk a little louder, please. 
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Mr. ArmstronG. The Weyerhaeuser example is a single instance of 
a very large company, but there are many companies in the estimate 
of companies who would be included within the standards of this bill, 
and what we are suggesting is that some consideration be given by the 
committee and by the Commission prior to its enactment of whether 
or not in the case of those smaller companies which we have referred 
to as local companies there would be an adverse effect upon the trading 
in the securities of such companies, in effect, which might be detri- 
mental to their present security holders. 

Senator, I would like to say at this point that this is not a new 
question. It is a question which has concerned the people who have 
been aware of this problem for a great many years. 

For example, at page 41 of the hearings before this subcommittee 
on S. 2408 in February of 1950 there is a discussion of it by Professor 
Loss, now professor of the Harvard Law School, then at the time the 
Associate General Counsel of the Commission. And if it would be 
agreeable I would like to suggest the inclusion of several paragraphs 
of that testimony in the 1 -ecord. 

(The material referred to follows :) 


Mr. Loss. * * * And we have cleared the proposed language with the 
There are one or two other problems. * * * One is this. Section 16 (b) of 
the Exchange Act, which I mentioned as part of the insider trading problem, 
is the provision which says that, when a 10-percent holder or officer or director 
buys and sells, or sells and buys, within 6 months, in effect there is a conclusive 
presumption that he benefited from inside information and his profit inures to 
the corporation. 

It has been represented to us that, if the Frear bill is passed, there will be 
a problem there particularly with respect to the smaller companies covered 
by this bil!. I hesitate to call any company with $3 million of assets small, but 
some are smaller than others. In any event we recognize that there is a par- 
ticular problem as to so-called sponsorship by dealers of locally traded issues 
that might be covered by this bill, and, if the dealers happen to be directors 
or officers of the company, application of section 16 (b) might interfere with good 
markets in those securities. 

We don’t think any amendment to the law is required, because we have full 
authority under 16 (b) as it stands to adopt exemptive regulations, 
have a few today. 

We state here that we intend, if this bill is passed, to study the problem and 
to study the feasibility and the advisability of our adopting 
tive rules to take care of these so-called sponsorship cases. 

Here I come to one other matter involving inside trading, and that is the 
matter of investment companies, the question which one of you gentlemen put 
to me before. 

Investment companies are now subject—the so-called investment trusts, as 
they are popularly known, are now subject—to regulation under the Investment 
Company Act of 1940. They now must register. They file annual reports. 
They are subject to the proxy rules. The so-called closed-end companies but 
not open-end companies are subject to the insider trading provisions. 

In order to preserve that state of affairs—there is a good reason for that 
distinction which I will not take the time to go into unless you would like me 
to—in order to preserve that state of affairs, which we have no wish to change, 
we will also, definitely, if this bill is passed,—because this bill covers all invest- 
ment companies, you see, of certain sizes—we will definitely adopt rules under 
16 (b) which will exempt underwriting transactions by insiders of open-end 
companies, but not nonunderwriting transactions.” 


Senator Futsrient. Mr. Armstrong, I wonder why, in view of 
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unable to make up its mind as to any recommendations. Are you 
never going to be able to make recommendations? ‘This very pro- 
posal has been before the Commission and this committee and the 
Congress for years. Yet you come up and say you have nothing to 
say to the committee, that you have not made up your mind, 

Are you just going on indefinitely? Do you think you will ever be 
able to make up your mind what you think about this bill ? 

Mr. Armsrrone. We are asking, Senator, for a few weeks in which 
we may consider it. 

Senator Futsricur. It has been 2 months since the recommenda- 
tions for this particular proposal were advanced by witnesses before 
the full committee. 

Mr. Armstrong. Sir, the bill was introduced toward the end 
May. 

Senator Futsrieutr. That is right. 

Mr. Armstrong. And in answer to— 

Senator Futsrieut. This is only a rehash of the old bill. There 
is nothing new about it. As you yourself emphasized in detail, you 
have been thinking about it for 5 years or 10 years. 

Mr. ArmsrroneG. Sir, bear with me and turn to page 27 of my state- 
ment, 

Senator Fursrienr. I have already turned to it, and you do not 
make any recommendations, 

Mr. Armstrone. And you will see, Senator, on page 27 that the 
staff of this Commission has been reduced from an average number 
of employees of 1,040 in 1951 to under 700 at the present time. And 
I may say, Senator, right now, in order to get through the present 
fiscal year on our appropriation, we have over 15 of our employees 
loaned out on a reimbursable basis to other agencies. It is a physical 
impossibility for this Commission to have made a study on this matter. 

Senator Fursrient. I thought you had made studies on it. It is 
not a matter that requires great physical exertion. It requires a lit- 
tle iudgment as to the members of the Commission, it seems to me. 

Mr. Armstrona. It requires staff, sir, and—— 

Senator Futsricntr. Were not studies made? It seems to me you 
have been making studies and issuing reports for a long time. The 
difference between whether it is $5 million or $3 million is not some- 
thing to be resolved by a great staff. It is something you fellows 
have got to make up your minds about, whether you want the 3 or 5, 
is it not? I do not really see any great material difference, but go 
ahead. 

Mr. Armsrrone. Sir, this the first opportunity this Commission has 
had the privilege of expressing a view as to whether it should be $5 
million or some other figure, and I respectfully submit to you that 
on a matter of great public interest in the field in which the Commis- 
sion is directed by the Congress to administer laws, the time we 
have had suggests that we be given a little more time to study the 
matter. 

Senator Futsricntr. How much time do you want? 

Mr. Armstronea. I would suggest a few weeks. 

Senator Futsrient. Two? Three? 

Mr. ArmstronG. Our staff has been intensively working on this 
problem since your bill was introduced, sir, and when I say that it is 
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a physical impossibility, I am not using hyperbole. The chairman of 
the subcommittee is aware of the work that we were in just a few weeks 
ago appearing in the proxy matters. 

I am not trying to duck this, but the same people that are working 
on this matter were working on the subeommittee, and we have been 
down nights and we have been down weekends and we are all sitting 
here. 

It is a matter of great national interest. And we feel extremely 
responsible to this committee and to the Congress to advise you in 
a considered way. 

I am not prepared to say, Senator Fulbright, at the moment, that $5 
million isn’t too high. 

Senator Futsrigur. What impressed me is that you and one and 
another committee have been thinking about this, and nothing ever 
comes of it. I wonder why nothing ever comes of it. Is it because 
the Commission is never able to make up its mind ¢ 

Mr. Armstrona. Sir, I would also suggest to you that on the con- 
firmation hearings of Ralph Demmler who rece ntly resigned and on the 
confirmation hearings on me there were questions asked in regard to 
whether Mr. Demmler or I would come forward to this committee 
suggesting legislation of this kind, and we replied that we felt that 
it was the duty of the Congress to propose legislation, and we felt that 
we were effectively bloc ‘ked by that line of questioning from coming 
forward with any legislation of this kind until there should be a bill 
introduced in Congress. 

Senator Futsricntr. We just ask you to say what you think of it. 

Mr. Armstrone. Until there should be a bill introduced in the Con- 
gress,sir. And that has been for about 30 days. 

Senator Lenman. Mr. Chairman, I realize this is an old question. 
I frankly did not realize how old it was until I 

Senator Fu.srient. It is getting hoary with age. 

Senator Lenman. I know it is a difficult question and a complicated 
question. But on page 18 the Commission also stated that if the bill 
were passed the Commission intended to study the problem and the 
feasibility and desirability of adopting appropri: ae exemptive rules 
to take care of these so-called sponsorship cases. 

Mr. Armstrona. Yes, sir. That was a statement made in 1950 by 
Mr. Loss. 

Senator Lenman. You go on to say that the Commission has not 
been in a position during the period since 1950 to make any study of 
this character and that the Commission cannot, therefore. now testify, 
That was 5 years ago. If you could not do that work, if you could not 
make the study in 5 years, when will you make the study ? 

Mr. Armstrona. Sir, may I respectfully call your attention to 
Professor Loss’ words there that if the bill hia ‘+h was then pending 
before this committee were passed. It was never even re ported out of 
this committee. 

Senator Lenman. Yes, I know, but I mean this question has been 
up. You have a very, very interesting and very thorough statement 
here about the various steps that have been taken. But that does 20 
back a long time. I am not blaming you. You have been chairman 
only for a “rel: itively short time. But’ what I am concerned about is 
when are we going to get the recommendations of the Commission ? 
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I do not think this is so much a question whether the limit should 
be $5 million or $3 million or $2 ee or whether it should be 300 


stockholders or 500 stockholders. I do not think it is even very muc h 
a question of the interpretation of the word “security” or of “equity 
securities.” I think those things we can work out without any difh- 


culty. It is a question of the whole principle, and on that—— 

Mr. Armstrrona. We are very much—— 

Senator Lenman. I know. I went to the last page. You say in 
principle you believe in this thing but that you are not ready to make 
any recommendations with regard to the bill as a whole. 

We are all terribly busy people. Your Commission is, and we are 
here. What I am trying to get is when we are going to have the rec- 
ommendations of the Commission. 

Mr. Armsrrone. Senator, may I say this to you and to the chair- 
man of the full committee: He inquired a moment ago how many 
weeks. I would say, sir, that if we could have time to sit down, say 
2 or 3 weeks, and to confer with the staff of the Commission, we 
would come forward with amendments which we at that time would 
feel would be at least something that we could respectably put before 
this committee and endorse. 

And I hope that nothing that I have said will have created the 
impression in your mind that the Commission or the administration— 
because I mentioned at the beginning that this statement that I am 
giving has received the appropriate “administrative approval—is in 
any way opposed to the principles involved in this bill. We are very 
much in favor of them, but we want to see that the bill is something 
that we can be sure is technically correct. And in this area of spon- 
sorship, Senator, which is perhaps an area about which least is known, 
we think that we should come before you recommending provisions 
which would make it possible to be sure that on these issues that we 
have called local, existing security holders will not be hurt. 

This is a very old problem about which little is known even today, 
and I would respectfully ask that there be introduced in the record 
a paragraph on page 20 of a report, the so-called Dickinson report, 
which was forwarded by the President of the United States to the 
Congress in 1934. It was a report which led to the introduction and 
enactment of the Exchange Act. And in that report which was signed 
by Mr. Dickinson, who was Assistant Secretary of Commerce, by 
A. A. Berle, by Arthur H. Dean, by James M. Landis, and by Henry J. 
Richardson, there is a paragraph on this very subject which indi- 
cates how little is known about it and that care must be taken. 

(The information referred to follows :) 


Excerpt From DicKINSON REPORT REFERRED TO ABOVE 


“10. Unorganized or over-the-counter markets: No study of regulation of 
organized stock exchanges would be complete without giving consideration to 
the problem of the unorganized or over-the-counter markets. Because of their 
importance, and because of the fact that certain transactions and practices could 
still be engaged in on the over-the-counter markets which, under the proposed 
regulation, would be prohibited on the organized exchanges, your committee has 
considered whether and to what extent it would be possible to regulate such over- 
the-counter markets. On the basis of the consideration which it has been able 
to give to this subject, your committee has come to the conclusion that the 
problem of the ovez-tho-counter markets cannot be satisfactorily dealt with by 
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Federal governmental action. It has not yet found any method of controlling 
such markets which it considers feasible or which could be applied without 
building up a Federal policing agency on such a scale as to be impracticable. It 
is, therefore, not prepared to recommend any Federal legislation for the regu- 
lation of such markets, but, if a further study on this subject should be con- 
sidered desirable, your committee will undertake to proceed therewith.” 

And taking that in context of section 15 of the Exchange Act you 
will remember, sir, that I pointed out that it initially did not impinge 
upon issuers and hence was abandoned cI it was not effective. 

Senator LeHman. Am I right in my belief that in 1950 the Com- 
mission testified unequivoe: ally in favor of the bill ? 

Mr. Armstrone. Yes, sir. 

Senator Lenman. I know it did not pass, but am I right in saying 
that ? 

Mr. ArmstrroneG. Yes, sir. 

Senator LenMan. So that even as far back as 1950 the Commission 
was in favor of a bill of this character ? 

Mr. Armsrrona. Yes, sir. 

Senator Lenman. Not exactly the same in every detail, of course. 

Mr. Armstrronc. That is correct. And we are talking not about our 
attitude toward the philosophy of the bill, which we are very much in 
favor of. I would like to say we are talking about details, but that 
would minimize the thing a little too much, because we feel these are 
Important points. 

Senator Lenman. I think we will proceed with this, and then we 
may have some questions to ask, 

Mr. Armsrronc. The Commission believes that in view of the im- 
portance of the unlisted markets to the capital markets as a whole and 
the importance of the maintenance of orderly trading in these markets, 
the problem should be further explored and that whether the matter 
should be left entire ly to the rulemaking mechanism of the Commis- 
sion or more precise statutory standards formulated, be reconsidered. 

The third point, sir: Subsection (3) of S. 2054 contains a sweeping 
grant of authority to the Commission to exempt by rules and regula- 
tions any issuer, security, transaction or person conditionally or un- 
conditionally as may appear to be necessary or appropriate in the pub- 
lic interest or for the protection of investors, as not comprehended 
within the purposes of this subsection. 

The Commission believes that it should be given appropriate and 
sufficient rulemaking power to deal flexibly and effectively with the 
many technical and “complex problems which frequently arise in the 
administration of the securities legislation. The Commission also 
believes that it is desirable that the statutes should not place wholly 
upon the Commission the necessity of making decisions which are es- 
sentially legislative in character without more precise legislative 
guides. The Commission’s initial reaction to S. 2054 is that it in effect 
gives what amounts to a “blank check” in a new field. We suggest 
the desirability of considering further the extent to which the legisla- 
tive objectives and scope of ‘the Commission’s powers may be more 
precisely outlined. 

The fourth point: Subsection (1) of S. 2054 makes section 14 ap- 

plicable to all of the securities of an issuer which is required to regis- 
4 Thus, every solicitation of the holders of every issue of a com- 
pany subject to the bill, regardless of how or by whom the issue is 
held, would be subject to section 14 and therefore to the Commission’s 
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proxy rules unless the Commission exempted the solicitation pursuant 
to its rulemaking powers. 

There is no provision in S. 2054 comparable to subsection (4) of 

2408—that was the bill introduced by Senator Frear—which pro- 
vided that the provisions of section 14 “shall not apply to any solici- 
tation of a proxy, counsel, or authorization * * * where the security 
in mee ct of which the solicitation is made is held directly or indi- 
rectly by fewer than 300 persons.” 

The C ommission questions the desirability of not defining in the 
statute a minimum measure of public interest for the purposes of this 
section. 

Fifth, the Commission proposed certain amendments to S. 2408— 
that was the Frear bill—on February 7, 1950, affecting section 12 (f) 
of the Exchange Act which relates to trading in securities on the ex- 
changes pursuant to unlisted trading privileges. 

The then proposed amendments to S. 2408 and section 2 of S. 2054 
seem to require an application to be filed and approval thereof by the 
Commission to continue unlisted trading privileges for securities now 
admitted to unlisted trading after the effective date of the registration 
provisions of S. 2054. 

If the registration provisions of S. 2054 are enacted, all of these 
companies, or certainly the vast majority of them, will thereafter make 
public information equivalent to that now published by listed com- 
panies and will be subject to the proxy rules and the provisions of 
section 16. 

The Commission, therefore, does not believe there is any particu- 
lar need in the public interest and for the protection of investors that 
the continuation of unlisted trading privileges for each issue now ad- 
mitted to unlisted trading be reviewed by the Commission. 

Sixth, subsection (f) of section 12 of the Exchange Act provides that 
the Commission, subject to terms and conditions— 

(1) May continue unlisted trading privileges to which a security had been 
admitted on an exchange prior to March 1, 1934; or 

(2) May extend unlisted trading privileges to any security listed and regis- 
tered on any other national securities exchange— 

Senator Lenman. Do you pass now on the listing privileges of all 
companies that are listed? Does the Commission do that? Tam con- 
fused about this one paragraph here at the bottom of page 20: 

The Commission does not believe there is any particular need in the public 
interest and for the protection of investors that the continuation of unlisted 
trading privileges for each issue now admitted to unlisted trading be reviewed by 
the Commission. 

Do you review that? 

Mr. Armstrong. Sir, these are securities which presently enjoy the 
unlisted trading privileges which we were referring to quite a while 
back at the forepart of the testimony, and we do not think there is any 
need to make a study of that situation at the present time. 

Senator Leaman. Oh. When you say “review,” you are talking 
about a study and not review of the applications ? 

Mr. ArmstroncG. Yes, sir. That is as provided by the bill. 

Senator Lenman. All right. 

Mr. Armstrona. I was reading, Mr. Chairman, the provisions of 
subsection (f) of section 12, which provides that the Commission, 
subject to terms and conditions— 
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(1) May continue unlisted trading privileges to which a security had been 
admitted on an exchange prior to March 1, 1934; or 

(2) May extend unlisted trading privileges to any security listed and regis- 
tered on any other national securities exchange; or 


(3)— 


and this is the clause to which I wish to direct the committee's at- 
tention— 

may extend unlisted trading privileges to any security in respect of which there 
is available from a registration statement and periodic reports or other data filed 
pursuant to rules or regulations prescribed by the Commission under this title 
or the Securities Act of 1933 information substantially equivalent to that avail- 
able pursuant to the Commission’s rules in respect of a security registered and 
listed on a national securities exchange. 

The section further provides that no application to extend unlisted 
trading privileges to any security pursuant to clause (3) shall be ap- 
prove xd exe ept upon such terms and conditions as will subject the issuer 
its officers and directors and every beneficial owner of more than 10 
percent of the security to duties substantially equivalent to the duties 
which would arise pursuant to the Exchange Act if the security were 
registered and listed unless the Commission finds that such terms and 
conditions are not necessary in the public interest and for the protec- 
tion of investors. 

The Commission in the 1946 report proposed an amendment to sec- 
tion 12 (f) which would have provided that the issuer of any security 
which is the subject of an application to extend unlisted trading priv- 
ileges pursuant to the third clause of section 12 should be given an 
opportunity to appear as a party and be heard on such application and 
that if the issuer opposed the application it should not be : approved 
unless the Commission found such extension of unlisted trading priv- 
ileges is necessary or appropriate in the public interest or for the pro- 
tection of investors. ‘This proposed amendment would also have per- 
mitted an issuer to apply for the termination of unlisted trading 
privileges. 

This proposal appears consistent with the last sentence of the Com- 
mission’s recommendation in 1936 with respect to section 12 (f) which 
I read a few minutes ago. 

This proposal also was made a part of S. 2408 in 1949. 

On February 7, 1950, however, the Commission proposed an amend- 
ment to S. 2408, the effect of which would be to delete—that is, re- 
peal—the third clause of section 12 (f) of the Exchange Act. 

The latter proposal is likewise reflected in the provisions of S. 2054. 

The Commission’s preliminary reaction is that, if S. 2054 is enacted, 
the retention of the third clause of section 12 (f) is not necessary from 
the point of view of the public interest, but the Commission and our 
staff would like an opportunity to review the various factors and con- 
siderations involved before submitting our final recommendation on 
this point. 

Seventh, the Commission’s final comment has to do in part with ad- 
ministrative matters and in part with the standards of the bill. Bas- 
ically S. 2054 would atfect two broad categories of companies—those 
now having securities registered and listed on exchanges and those not 
now having any securities so registered. 

(a) As to companies which now have one or more securities regis- 
tered and listed on a national securities exchange: 
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(1) These companies have filed applications containing the infor- 
mation required by section 12 of the Exchange Act and are now filing 
annual and periodic reports with the Commission and the exchanges 
pursuant to section 13 of the Exchange Act. So far as section 12 is 
concerned, the only impact of the bill would be to require that all of 
the company’s securities be registered which could be provided for by 
a — rule of the Commission, probably without any action by the 
issuer 

(2) These companies are now subject to the Commission’s proxy 
rules if they solicit proxies with respect to any security which is regis- 
tered and listed on an exchange. 

Solicitation of proxies and consents by these companies and many 
of the subsidiaries of these companies with respect to each of their 
securities would be subject to the Commission’s proxy rules unless the 
Commission adopted exemptive rules under subsection 3 of the bill or 
some minimum standard were written into the bill. 

(3) Section 16 applies to these companies at present only if an 
equity security is registered and listed. Companies now having only 
debt securities registered and listed would become subject to section 
16 with respect to their equity securities. 

(b) As to companies not excluded by the standards of the bill 
whic h have no securities registered and listed on a national securities 
exchange : 

(1) With respect to the information requirements of sections 12 and 

}, these would become operative as to all companies whose securities 
are traded over the counter or pursuant to unlisted trading privileges 
on exchanges except those excluded by the bill. It may be noted that 
approximately 1,000 companies whose securities are not now regis- 
tered under the Exchange Act are now reporting and as additional 
offers of securities to the “public are made under the Securities Act ad- 
ditional companies will become subject to the reporting requirements 
by virtue of section 15 (d) of the Exchange Act. 

(2) The prov isions of section 14 (a) would become oper ative as to 
all of the securities of these companies and many of their subsidiaries. 

(3) The provisions of section 16 would become operative as to all 
equity securities of these companies. 

The Commission, Mr. Chairman, is unable at this time to offer any 
estimates which we consider dependable as to the total number of 
issues of equity securities in these two categories of companies which 
would be affected by section 14 (a) and the reporting requirements of 
section 16 (a), nor as to the number of issues of debt securities which 
might be subject to the provisions of section 14 (a). Presumably the 
impact of section 14 (a) on this latter category would not, in recent 
years at least, be of any great significance. Accordingly, the Commis- 
sion is not prepared to make any very reliable appraisal of the budg- 
etary and administrative problems the Commission might face if the 
bill were enacted with its present standards since there is no basis for 

estimating the number of issues which might be affected by the bill. 

On the basis of employing a $5 million asset and 500 holders of 
record of equity securities test, the Commission has estimated that it 
would require an additional annual appropriation of approximately 
$500,000 for personnel for administrative and enforcement activities 
in Washington and the field offices and an initial outlay of apparently 
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approximately $50,000 for equipment. These estimates do not include 
any provision for the additional personnel and expenditures which 
would be required if a study of the nature indicated in 8. 2054 should 
be authorized. 

These estimates, Mr. Chairman, may be compared with the figures 
showing the Commission’s appropriations and average employment 
for the last 5 years and the tentative data for fiscal 1956 appearing on 
page 27 of this statement, which I would respectfully ask be included 
in the record even though not read out loud. 

Senator LeuMan. It will be so ordered. 

(The table referred to follows :) 


Congressional action on budget estimates from the fiscal year 1951 to date 


Steen) wear Budget Allowed by | Allowed by | Allowed by Appropria- oa 
sca: you estimates House Senate conferees tion es 
| | employees 


, 425, 000 $6, 230, 000 $6, 239, 000 $6, 230, 000 1 $6, 230, 000 


1951 $6, j 1, 040 
19052....- 5, 924, 000 5, 699, 000 | 5, 378, 480 5, 378, 480 }, 378, 480 | 930 
1953__- 5, 950, 000 | 5, 245, O80 | 5, 245, O80 5, 245, 080 5, 245, 080 813 
1954 6, 000, 000 | 5, 245, 080 5, 000, 000 | 5, 000, 000 5 000, 000 | 746 
1955_. 4, 825, 000 | 4, 700, 000 | 4,775, 000 | 4, 750, 000 | 4, 750, 000 695 
1956_...- 4,997, 000 | 4, 875, 000 4, 997, 000 4, 955, 000 --| 


| | 
| ! | 


Reserve of $150,000 established under sec. 1214 of the General Appropriations Act, 1951, leaving 
$6,080,000 available for obligation in fiscal 1951. 


Mr. Armstrrona. I mentioned earlier, from the time of the 1950 hear- 
ings on the Frear bill to the introduction of S. 2054 on May 24, the 
Commission had not made any effort to supplement and bring up to 
date the 1946 and 1950 staff studies. In fact, since 1951 the Commis- 
sion’s staff and budget have been substantially reduced and the Com- 
mission has been extremely busy not only with a high level of financing 
and market activity but also in the past 2 years with a program, still 
in progress, of reviewing and clarifying our rule and form require- 
ments. 

In conclusion, I wish to emphasize, as I have stated here today, that 
the Commission believes that the broad principles and objectives of 
the bill are sound and the Commission supports them. 

Some of the provisions of the bill, however, appear to the Commis- 
sion to raise serious questions as to adequacy of the bill in its present 
form. The Commission believes, however, that after further oppor- 
tunity to consider these matters, appropriate suggestions and changes 

can be submitted as to specific provisions which w vill readily adapt the 
bill to enactment. The Commission wishes to assure the committee of 
its desire to cooperate and assist in such an effort to the end that the 
objectives of broader protection of the public interest in the security 
markets may be successfully achieved. 

Senator Lenman. Thank you very much, Mr. Chairman. I am 
going to ask you a few questions. 

Before we do that, I want to talk for a minute with Mr. Wallace. 

Mr. Armstronea. Certainly. 

Senator Lenman. Just one or two questions I want to ask. -On 
page 19 you say that the Commission is 

Mr, Armstrrone. Senator, before you 

Senator Leuman. I withdraw that. 
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Mr. Armstronc. Before you ask your questions, may I respectfully 
submit one more short memorandum for the record ? 

Senator Leuman. Very glad to have it. 

Mr. Armsrrone. It is a memorandum on tax problems under sec- 
tion 16 (b) of the Securities Exchange Act of 1934. It is perhaps not 
a subject peculiarily within the jurisdiction of the Securities and Ex- 
change Commission. The memorandum is furnished to supply the 
committee with information as to the tax consequences of refunds of 
profits recovered from the insiders by corporations under section 16 
(b). 

Senator LenmMan. You want to place that in the record ? 

Mr. ArmstronG. May I, please ? 

Senator Lenman. There being no objection, it is so ordered. 

(The memorandum referred to follows :) 


Tax PROBLEMS UNDER SECTION 16 (B) OF THE SECURITIES EXCHANGE ACT OF 1934 


A question has been raised regarding the appropriateness of the tax treatment 
presently accorded taxpayers who have been required to pay to corporations 
profits resulting from securities transactions pursuant to the provisions of sec- 
tion 16 (h) of the Securities Exchange Act of 1934. 

The Supreme Court recently held that such payments are taxable to the 
corporation as gross income. (General American Investors Co. v. Commissioner 
of Internal Revenue, 348 U. 8. 484 (1955).) On the other hand the Tax Court, 
in a sharply divided opinion, has held that a taxpayer, who paid a capital-gains 
tax upon a sale of stock, could not deduct either as a business expense or loss 
payments made to a corporation of profits resulting from his sale of stock and a 
subsequent purchase of similar stock, upon the rationale that a 16 (b) payment 
is “in the nature of a penalty.” (William F. Davis, Jr., 17 T. C. 549 (1951), 
appeal dismissed October 20, 1953. Seven of the 16 judges of the Tax Court 
dissented, two others concurred in the result. William L. Dempsey, P-H 1951 
TC Me. Dec. par. 51,281 (1951), reached the same result relying solely on the 
Davis decision. ) 

Section 16 (b) applies without regard to whether the trading was wrongful. 
Conduct in violation of its provisions is neither unlawful nor is it punishable 
by a fine or imprisonment. Rather the section provides only for the removal of 
all profits from short-term transactions within its scope, for the purpose of 
avoiding any possible misuse of inside information. Thus such trading may be 
perfectly innocent, yet it would still be subject to the proscription of the section. 
For these reasons it has been suggested that the tax treatment of profits pursuant 
to section 16 (b) may be unduly harsh and contrary to the statutory purpose and 
congressional intent. (Darrell, The Tax Treatment of Payments Under Section 
16 (b) of the Securities Exchange Act of 1934, 64 Harv. L. Rev. 80 (1950) ; Cook 
and Feldman, Insider Trading Under the Securities Exchange Act, 66 Harv. 
L. Rev. 612, 615-17 (1953) .) 


Senator Lenman. Mr. Chairman, we are grateful to you for coming 
here and giving us this complete and thorough statement. There are 
a great many questions. It is tied up with the financial investment of 
stockholders but also proxy problems, which as you know I am very 
deeply interested in. 

Mr. Armstrone. Yes, sir. 

Senator Lenman. We will have further hearings one of these days. 

Mr. Armstrone. Yes, sir. 

Senator Lenman. But you have this bill S. 2054. There is no ques- 
tion about it that there are questions to be raised with regard to the 
wisdom or the application of certain provisions of this bill. As I 
have said, I am not prepared to say that banks or insurance companies 
should be excepted or included—those that are not mutual. I am not 
prepared to say today that the limitation should be $5 million or $3 
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million or $2 million or $1 million or $10 million. Those are all a 
matter of discretion. 

The committee certainly will take those things very definitely into 
account before coming to any conclusion about the bill and deciding to 
report it out. 

3ut the broad outlines of the bill are clear. The purposes of the 
bill are clear. While there may be a difference of opinion with regard 
to minutia, I think that we can form a conclusion—the Commission 
as well as members of the committee—and I hope the Members of the 
Congress can form a conclusion—as to the advisability of the broad 
outlines of the bill. 

Would you say the bill, subject to certain changes in the details, 
would be a step forward in the protection of investors? 

Mr. Armstrrona. Yes, sir. 

Senator Leuman. Is that the feeling of your Commission ? 

Mr. Armsrrone. Yes, sir. Unanimous. 

Senator Leuman. I have a few questions—— 

Mr. Armstrrone. I am authorized to say it is a unanimous feeling, 

Senator Lenman. I beg your pardon é 

Mr. Armsrrona. It is the unanimous feeling of the Commissioners. 

Senator Lruman. I have some questions that I could ask you, but 

ve have two more witnesses this afternoon. 

Mr. Armstrone. Would you like us to wait, Senator? We would 
be glad to wait or accommodate ourselves to your pleasure. 

Senator Lenman. What I do want to suggest is this: I think you 
should have time to study these details of the bill. You have already 
gone on record as to the general advisability of the bill in its broad 
outlines. What I would like to do, if it is agreeable to you and if it is 
practicable, is for you, your staff, and suc h members of the Commis- 
sion as feel able to partic ipate in it to get into prompt contact and 
conference with our staff to thresh out these details. To be ready to 
report to the committee say within 2 weeks. 

Mr. Armsrrone. We would be very glad to have that privilege, 
Senator Lehman, and I can assure you that we will cooperate with 
you to the fullest extent. 

Senator Lenman. I am glad to hear you say that. Our staff will 
cooperate. This is now Monday, the 27th of June. I would hope that 
you would be able to report to this committee not later than the 13th 
of July. 

Mr. Armsrrone. That is a Monday ? 

Senator Lenman. The 11th of July is 2 weeks. 

Mr. Armstrronc. I am sorry. I could not hear you, sir. 

Senator Leuman. Will that be practicable ? 

Mr. Armstrong. I am lost on the time. What day of the week is 
the 11th? 

Senator LenmMan. Let’s make it the 12th, Tuesday. 

Mr. Armsrrone. On the situation that the Commissioners and these 
top staff people are in, I’m playing for that weekend, because actually, 
physically, this document that I have just read was not completed 
until this morning. Does that give us another weekend on the date 
you suggested ? 

Senator Lenman. Mr. Chairman, ) would agree to that without 
any hesitation at all save for the fact that it looks now as if we were 
going to adjourn fairly shortly, not later than the beginning of 
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August, which does not give the committee much time to hold the 
further hearings and come to its own conclusions and report the bill 
out if they decided to report it out. 

Mr. ArmstRonc. Well, we will do our level best I can assure.you. 
W hat was the date that you said, Senator / 

Mr. Watuace. Tuesday, the 12th of July. 

Mr. Armstrona. In other words, we have this week and next week, 
which involves Independence Day, and then one Monday. 

Senator Lenman. I realize the problem that is imposed of having 
the 4th of July enter into it, because I expect to go away if I possibly 
can and I am sure many others wish to do so. Let’s make it Friday 
of that week. 

Mr. Armstrong. That would be very satisfactory, Senator. The 
15th of July? 

Senator Lenman. All right. 

Mr. Armsrronc. And I am sure that on a day-to-day basis working 
in collaboration with your staff the drafting matters that we have 
talked about we can work out. 

On an evaluation of something of the nature of whether it should 
be $5 million or $3 million and what the impact of the sponsorship 
problem is, we may have to trust to luck, because it is such-a difficult 
economic question. But we will do our level best. 

Senator Lenman. Are you referring now to the cost of administer- 
ing this? 

Mr. Armstrrone. No, sir. I am talking of the sponsorship prob- 
lem on the local companies which we discussed a little while back. 
A very difficult economic evaluation. And whether we can come to a 
conclusion within that time—we will do our level best, but we may 
have to come back to you, Senator, and say simply that we do not 
know, that isa matter for the Congress to decide. 

Senator Lenman. If you say you do not know, we will have to as- 
sume the responsibility. 

Mr. Armszrona. Yes, sir. 

Senator Leuman. May I make one other suggestion. I want to 
compliment you on the thoroughness of this report as I did on the 
thoroughness of the report which you submitted to the committee a 
couple of weeks ago, but now we are reaching a point of action. [ 
would suggest and hope that you will make your next report of your 
views just as simple, as brief and as simple, as possible. Words of 
one syllable. You know, after all, we do not know as much about 
this thing as you men do, and it is going to be much easier if the mem- 
bers of the committee have a simple, short, clear, and concise—and 
I emphasize the word “simple”—document. 

Mr. Armstrone. We will do our very best along those lines. 

Senator Leuman. Thank you very much. 

Mr. Armstrone. Thank you, Senator. 

(The following was later received for the record :) 





SECURITIES AND EXCHANGE COMMISSION, 
Washington 25, D. C., July 19, 1955. 
Hon. J. WILLIAM FULBRIGHT, 
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DEAR SENATOR FULBRIGHT: I wish to submit the Commission’s report on 8. 
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Attached are copies of suggested revisions of the bill designed to give effect 
to the Commission’s comments. 

We have been advised by the Bureau of the Budget, pursuant to its Circular 
A-19, that the recommendations contained in the enclosures are in accord with 
the program of the President. 

Respectfully submitted. 

J. SINCLAIR ARMSTRONG, Chairman. 


REPORT AND RECOMMENDATIONS OF THE SECURITIES AND EXCHANGE COMMISSION 
WitH Respect To 8, 2054 

On June 27, 1955, Chairman J. Sinclair Armstrong, on behalf of the Securities 
and Exchange Commission, testified before the subcommittee with respect to 
Ss 2054. which was introduced by Senator J. William Fulbright on May 24, 1955 
On May 26, 1955,,the full committee issued its report, Stock Market Study. The 
wajority of the committee stated : 

“Phe committee is of the view that as a general policy, it is in the public 
interest that companies whose stocks are traded over the counter be required to 
comply with the same statutory provisions and the same rules and regulations 
as companies whose stocks are listed on national securities exchanges.” 

A minority of the committee stated : 

“However, we do concur in recommending further study by the committee on 
over-the-counter markets, * * * with the objective of developing specific legisla- 
tion, if needed.” 

Chairman Armstrong stated that the broad principles and objectives of S. 2054 
are sound and that the Commission supports them. However, it had been im- 
possible for the Commission and its staff, in the short time which had elapsed 
between the introduction of the bill on May 24 and the Commission’s appearance 
before the subcommittee on June 27, to reach conclusions as to specific recom- 
mendations for statutory provisions, which the Commission could present at that 
time. In this connection, Chairman Armstrong outlined certain problems pre- 
sented by the bill, as drafted, and expressed the view that given further oppor- 
tunity to consider them, appropriate suggestions and changes could be submitted. 

This report is submitted in response to the request of Senator Herbert H. 
Lehman, chairman of the subcommittee, at the conclusion of Chairman Arm 
strong’s testimony, that the Commission submit as promptly as possible its views 
and recommendations as to specific provisions of the bill. 

The Commission also wishes to emphasize that these revisions are being sub- 
mitted to assist the subcommittee and the Congress in a complex field, in which 
considerations of the public interest and the protection of investors—the estab- 
lished standards of the statutes administered by the Commission 
criteria for legislative and Commission action. 

The changes in the bill herein outlined are designed to assist in the formula- 
tion of a bill which would further the protections afforded the investors in 
securities and the securities markets. The Commission believes that these 
changes, if adopted, would give sound, practicable, and effective legislative ex- 
pression to these principles and objectives. The suggested revisions are not in- 
tended to reflect any views or position with respect to the competitive positions 
or aspirations of various groups in the securities industry in relation to the 
securities markets either over-the-counter or on securities exchanges. The 
revisions in the bill discussed below therefore do not include the retention of 
the broad rulemaking powers reflected in the bill which would encourage peti- 
tions for special treatment or exemptions by particular industries or industry 
groups. 

The Commission believes that if the bill is amended to reflect these suggested 
changes and enacted into law, the protections and benefits for the public investor 
therein provided—all of which are consistent with the principles and provisions 
of the present statutes—would not affect adversely the issuers subjected to the 
statute, the processes of capital formation or the markets in which securities are 
traded. The Commission also believes that the bill, if so revised, would not ad- 
versely affect small business. It has been the Commission's experience that the 
requirements of the Securities Exchange Act of 1934 (Exchange Act) for uni- 
form and reliable financial reporting, for fair disclosures in the solicitation of 
proxies, and for the reporting of trading by officers, directors, and 10 percent 
stockholders (insiders) coupled with provisions designed to recover for stock- 
holders generally profits made by insiders in short-swing trading. have made a 
major contribution to honest securities markets and to the public eonfidence 
which those markets have enjoyed in recent years. 


are the basic 
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The suggested revisions are as follows: 

1. Provide that— 

(a) each issuer which, after the effective date of the bill, registers an 
equity security under the Securities Act of 1933 (Securities Act) may, at 
the same time, register the entire class of such security under the Exchange 
Act and, in any event, shall register the class not later than 30 days after 
the number of record holders of such security exceeds 750 ; 

(b) each issuer which, on the effective date of the bill, has outstanding, 
in a principal amount exceeding $1 million, any class of debt security which 
has been registered under the Securities Act, or which thereafter registers 
under the Securities Act any issue of debt security and the principal amount 
sold plus any other issue of the same class exceeds $1 million, shall register 
each such class of debt security under the Exchange Act. 

2. Require registration under the Exchange Act by any issuer of each class of 
its equity securities, the record holders of which exceed 750 in number, which is 
not, on the effective date of the bill, registered under the Exchange Act. 

3. Provide for the automatic termination of registration 90 days after filing 
with the Commission of a statement that the number of record holders of any 
registered equity security has been reduced to less than 500 or, if the registered 
issue is a debt security, that the principal amount outstanding is reduced to less 
than $1 million. 

4. Provide for termination of registration of any such registered security by 
Commission order, on application or on the Commission’s own motion, upon a de- 
termination by the Commission that by reason of the small number of public 
holders, lack of trading interest, inactivity of the issuer, or the small amount of 
the public investment as measured by the market value of the security, or other- 
wise, continuation of registration of the issue is not necessary in the public 
interest and for the protection of investors. 

5. Provide for appropriate authority in the Commission to suspend trading 
in such a registered issue for cause, and provide further that it shall be unlawful 
for any broker or dealer to effect any transaction in any such registered security 
as to which a suspension order is in effect. 

6. Repeal section 15 (d) of the Exchange Act. 

7. Repeal the third clause of section 12 (f) of the Exchange Act, together 
with the provision in that section requiring quotations published by exchanges 
to differentiate hetween transactions in listed securities and in securities ad- 
mitted to unlisted trading privileges. 

8. Simplify certain procedures for admission of securities to unlisted trading 
privileges on exchanges, and for terminating such privileges, in the light of the 
fact that a majority of securities admitted to such privileges would become reg- 
istered under the bill. 

9. Changes in Other sections of the Exchange Act to make effective the general 
pattern of statutory changes discussed. This would involve striking subpara- 
graphs (3), (4), (5), and (6) of proposed subsection 12 (g) as being unnecessary. 

10. The Commission suggests no revision of the proposal in S. 2054 which 
would subject over-the-counter securities to the credit regulations now in effect 
as to listed securities. 

The commission sees no justification for a separate reporting requirement 
under section 15 (d) for issues which exceed $2 million based on public offering 
price (many of which may involve public cfferings of much less than $2 million) 
where the issuer has less than $5 million in assets when a smaller offering to the 
public by a larger company would be subject. under S. 2054, not only to the 
reporting requirements but to sections 14 (proxies) and 16 (insider trading) as 
well. 

The Commission believes that a test based on total assets as a criterion for 
registration of particular issues would not be a satisfactory statutory standard 
in many instances as a measure of the significance of an issuer in terms of earn- 
ing power and public interest, nor satisfactory from the standpoint of administra- 
tion and enforcement. 

The Commission believes that it would be appropriate to provide for registra- 
tion of each class of equity securities where the record holders exceed 750, and 
that no statutory asset test be imposed. By employing the number of record 
holders of equity securities as a statutory test, a simple, certain, and easily 
applied standard is provided. To avoid the possibility that such a requirement 
would cause confusion in cases where the number of record security holders might 
fluctuate above and below 750, the bill should provide that registration continue 
until the number of record holders dropped below 500. This test of exclusion 
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would also apply to each class of equity securities registered by virtue of a 
public offering under the Securities Act. 

The selection of 750 record holders as a test for coverage by the bill is based 
upon a number of factors. Among other things, the Commission has considered 
the data and conclusions presented in the monographs published by the securities 
research unit of the Wharton School of the University of Pennsylvania as part 
of a comprehensive study of the nature and characteristics of over-the-counter 
markets. These studies were not available during the consideration of the pred- 
ecessor of S. 2054. They include quantitative data concerning the over-the- 
counter markets not generally known or available prior to their publication. 

the information contained in the fourth monograph (published in 1953 and 
entitled “Characteristics of Transactions on the Over-the Counter Markets’), 
a copy of which is submitted with the report, includes a number of tables which 
the Commission believes particularly useful. 

For example, table 1 (p. 18), which reflects the relative importance in the 
over-the-counter market of various classes of securities, shows that approximately 
55 percent of the value of transactions in corporate bonds, 48 percent in cor- 
porate preferred stock, and 81 percent in corporate common stock are accounted 
for by unlisted securities. 

Table 3 (p. 22) classifies transactions in corporate stock by value of the out- 
standing issue and by type of security and issuer. This table shows that 82 
percent of the value of over-the-counter transactions in industrial preferred 
stocks occurred in issues of less than $5 million and that 31 percent of the value 
of over-the-counter transactions in industrial common stocks occurred in issues 
of less than $5 million. 

Table 4 (p. 24) classifies transactions in corporate stock in terms of the num- 
ber of stockholders by type of security and issuer. This table indicates that 
3.9 percent of the value of transactions in corporate preferred stocks and 5.1 
percent of the value of transactions in corporate common stocks occurred in 
issues held by less than 500 holders. When the number of stockholders per issue 
is increased to the 500-999 classification, the comparable figures for the cor- 
porate preferreds and commons are 19.6 percent and 8.9 percent respectively. 

The relative importance of transactions in the 500-999 stockholder category, 
in particular classes of issues, in relation to total over-the-counter trading sug- 
gests that the selection of a figure somewhere within this class would be an 
appropriate cutoff point below which, as a general proposition, the over-the- 
counter markets would perhaps be sufficiently thin and sporadic to justify the 
omission of the security issue from the bill and above which there would be a 
substantial public interest. 

To assess the effect of such a test in the context of actual cases, the Commis- 
sion has made an analysis of 356 companies which registered under the Securities 
Act during the period January 1, 1953 to April 30, 1955. This analysis shows 
that 273 of these companies report more than 700 record holders of at least one 
equity security. Of the 356 companies, 303 are required to report pursuant to 
section 15 (d), 16 are not required to report pursuant to section 15 (d) because 
they have senior securities listed on exchanges and therefore are otherwise 
subject to the provisions of section 13 of the Exchange Act, and 37 companies 
do not report under section 15 (d) because the registered issue was not suffi- 
ciently large to require reporting. 

Accordingly, the Commission believes that the selection of the midway point 
of 750 record holders would be reasonable, that it is appropriate to use this test 
to the exclusion of any other purposes of requiring registration of equity issues 
and that it is reasonable to provide that registration terminate when the number 
of record holders of the security declines to less than 500. 

To provide adequate flexibility to deal with problems in the determination of 
the number of record holders, to insure coverage of situations such as voting 
trusts under which record ownership would not be a fair index to investor or 
public interest, and to provide means to cope with attempts at evasion of the basic 
policy and purpose of the bill, specific authority should be provided to define 
“holders of record” and to adopt other rules necessary to permit adequate en- 
forcement of the provisions of the bill. 

To provide for the unusual situation and the one as to which the number test 
might prove unsuitable, the bill should authorize the Commission to deal with 
any registered class of securities in which the public interest has diminished in 
relation to specified statutory standards in terms of the problems in a particular 
case, 
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Table 5 (p. 26) of the Wharton School Monograph shows a classification of 
transactions in the over-the-counter market in terms of size of assets of the issu- 
ing company by class of security. There are no figures available; however, which 
correlate the data in tables 4 and 5 and, accordingly, the Commission is unable 
to determine what percentage of the transactions in issues of companies having 
less than $5 million of assets (6 percent of the market in common stock) were in 
issues held by a substantial number of holders. 

Table 24 (p. 52) in the same monograph shows the relative importance of 
various types of customers in the principal classes of securities in the over-the- 
counter market and demonstrates clearly the importance of the individual in 
trading in foreign securities and in domestic corporate preferred and common 
stocks 

The Commission believes that in the case of debt securities record ownership 
is not ordinarily available and, in any event, may not be as suitable a test of 
public interest as the principal amount of the outstanding class. Accordingly, 
the Commission believes that registration of debt issues should terminate when 
the principal amount outstanding is reduced to less than $1 million—a standard 
which compares, although it is not identical, with the present provisions in sec- 
tion 15 (d) and which has some statutory precedent in the $1 million limitation 
in section 304 of the Trust Indenture Act of 1939. 

As in the case of equity securities, the Commission believes that the bill should 
authorize the Commission to terminate registration of debt securities when 
demonstrated small number of public holders, lack of trading interest, inactivity 
of the issuer, or the small amount of the public investment measured by the 
market value of the issue of securities involved, or otherwise, suggest that con- 
tinuation of registration is not necessary in the public interest or for the pro- 
tection of investors. 

The bill should also provide the Commission with authority to suspend trad- 
ing in an over-the-counter issue comparable to the Commission’s authority in 
respect of listed issues now provided by sections 19 (a) (2) and (4) of the 
Exchange Act. The Commission believes that the same reasons which make it 
necessary in the public interest and for the protection of investors to suspend 
trading in a listed issue should afford a basis for suspension of trading in un- 
listed securities. The bill should provide further that it shall be unlawful for 
a broker or dealer to effect transactions in a security as to which a suspension 
order is in effect. This is necessary to make the suspension provisions mean- 
ingful and effectual. 

The possibility that the impact of the application of the Exchange Act to 
over-the-counter securities might create some problems in relation to so-called 
sponsorship of particular issues was mentioned, although apparently not devel- 
oped in the public record, during the 1950 hearings on the Frear bill. It was 
also mentioned in Chairman Armstrong’s testimony before the subcommittee 
on June 27 of this year. 

The nature of the activities of a broker-dealer in sponsoring an issue after the 
initial distribution of the issue, for the purpose of creating or making a market 
in the security bears some relation to the extent of the public interest in the issue 
as measured by the number of holders, and is affected by other considerations 
such as trading activity, the character of the security, the character of the issuer, 
price and other factors. Table 5 (p. 24) of the Wharton monograph is of some 
assistance in indicating the significance of the number of holders of a security 
in relation to the volume of transactions. That table shows, for example, that 
27 percent of the value of transactions in unlisted industrial common stocks 
oecurred in issues the number of holders of which were less than 1,000 but that 
only 4.2 percent of the value of transactions in the same class of securities 
occurred in issues of which there were less than 500 holders. It is believed that 
the suggestion that the 750 figure be selected, if adopted, would greatly minimize 
the sponsorship problem as compared with the 500 figure. 

The Commission does not have information available, nor apparently has any 
been submitted to the subcommittee, which would justify the necessity for a 
specific legislative recommendation at this time on the subject. 

Revision of certain provisions of section 12 (f) of the Exchange Act, which 
deals with unlisted trading in securities on exchanges, would be called for by 
the proposal to register under the act unlisted securities in which there is a 
substantial public interest, since a substantial majority of issues now admitted 
to unlisted trading privileges would be required to register under the bill. 

The third clause of section 12 (f), in substance, authorizes extension of un- 
listed trading privileges to securities subject to requirements substantially 
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equivalent to those imposed by sections 13 (financial reporting), 14 (proxies) 
and 16 (insider trading) upon securities listed and registered on a national 
securities exchange. This clause has very limited operation, no issues having 
been admitted under it since 1949. Since enactment of the bill would give to it 
a potential scope far greater than was originally contemplated, and the Commis- 
sion has no basis for concluding that any expansion in the number of issues 
eligible for unlisted trading on exchanges is justified as an incidental conse- 
quence of a bill having other objectives, the bill should include provision for its 
repeal. 

The requirement in section 12 (f) that quotations published by exchanges dif- 
ferentiate between transactions in listed securities and in securities admitted 
to unlisted trading privileges has been of limited utility to investors and enact- 
ment of the bill would largely eliminate its underlying purpose of distinguish- 
ing between those issues where the investor enjoys the protection of sections 13, 
14. and 16 and those in which he does not. Accordingly, the bill should elimi- 
nate this requirement. Similar considerations lead to the conclusion that the 
first sentence of the fourth paragraph of section 12 (f) should be repealed. This 
sentence provides for the termination of unlisted trading privileges in certain 
specialized cases where the security is removed from listing on another exchange 
to evade the purposes of the act. Enactment of the bill would largely eliminate 
the few cases where this provision might be applicable. 

It is also suggested that the third sentence of the second paragraph of sec- 
tion 12 (f) be repealed. This sentence requires an exchange seeking unlisted 
trading privileges in a security listed and registered on another exchange to 
demonstrate the existence of widespread public distribution and public trading 
activity in the vicinity of the exchange seeking unlisted trading privileges. The 
experience of the Commission indicates that it is difficult for exchanges to obtain 
reliable information on these topics, that collection of this data is rather burden- 
some, and that the information obtained does not greatly assist the Commission 
in determining whether the proposed extension of unlisted trading privileges 
would be in the public interest. The first sentence of the second paragraph 
of section 12 (f) provides standards under which the Commission can properly 
dispose of such applications. 

Certain other changes in section 12 (f) may be appropriate to conform the sec- 
tion to the amendments made elsewhere in the bill. 

Estimates have been made of the number of companies which report 750 
or more record holders of equity securities and which therefore would be 
subject to the provisions of the bill. These estimates, which are based on the 
records accumulated over a period of time principally from the financial manuals, 
indicate that approximately 1,500 companies might be required to register one 
or more classes of publicity held equity securities. 

On January 10, 1955, 1,008 companies were required by virtue of undertakings 
pursuant to section 15 (d) of the Exchange Act to comply with the financial 
reporting requirements of that act. Of these, there were 153 investment com- 
panies which are required to comply with the provisions of the Investment Com- 
pany Act of 1940 and which, therefore, were relieved of their undertakings under 
section 15 (d) of the Exchange Act. There were also 208 companies—foreign 
and other—for which information as to size of assets and number of stock- 
holders was not available. A study was made of the remaining 647 companies 
which file reports with the Commission. This study shows that 510 of these 
companies reported equity holders of 700 or more. 

The information necessary to determine the effect of S. 2054 on these com- 
panies, assuming the repeal of section 15 (d), is not readily available. 

Attached is a draft of amendments to S. 2054 which are designed to give 
effect to the changes suggested by the Commission. 


AMENDMENTS TO S. 2054 PROPOSED BY SECURITIES AND ExCHANGE COMMISSION 


1. Substitute in section 1 of the bill, for section 12 (g) (1) through 12 (zg) (6), 
the following: 

“(g) (1) Every issuer which is engaged in interstate commerce or in business 
affecting interstate commerce, or the securities of which are traded by use of the 
mails or any means or instrumentality of interstate commerce or any facjlity 
of a national securities exchange, shall file with the Commission a registration 
Statement with respect to— 

“(A) each class of its equity securities held of record by more than 750 
persons, and 
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“(B) each debt security heretofore or hereafter registered pursuant to the 
Securities Act of 1933 where the outstanding principal amount of the class 
exceeds $1 million. 

“Each such registration statement shall contain such information and documents 
as may be required in respect of an application to register a security pursuant to 
subsection (b). Such issuer shall file also such supplementary and periodic 
information, documents, and reports as may be required pursuant to section 13 
of this title in respect of a security so registered. The provisions of sections 14 
and 16 of this title shall apply as if any security registered or required to be 
registered pursuant to this subsection were a security registered pursuant to 
subsection (b). 

“(2) The provisions of this subsection (g) shall not apply in respect of— 

“(A) any security registered pursuant to subsection (b) of this section 
or issued by an investment company registered under section 8 of the Invest- 
ment Company Act of 1940; 

“(B) any exempted security ; 

“(C) any security issued by a bank; 

“(D) any security of an issuer organized and operated exclusively for 
religious, educational, benevolent, fraternal, charitable, or reformatory 
purposes and not for pecuniary profit, and no part of the net earnings of 
which inures to the benefit of any private shareholder or individual; or 

“(FE) any security or any issuer which is a savings and loan association, 
building and loan association, cooperative bank, homestead association, or 
similar institution, if its accounts are insured by the Federal Savings and 
Loan Insurance Corporation or if it is a Federal savings and loan associa- 
tion or a member of a Federal Home Loan bank. 

“(3) Registration of a security pursuant to this subsection shall terminate, 
in the case of an equity security, if it comes to be held of record by less than 500 
persons, or in the ease of a debt security, if the outstanding principal amount 
of the class has been reduced to less than $1 million, provided that such termina- 
tion shall not take effect until 90 days after the issuer certifies the foregoing facts 
to the Commission. Upon application of the issuer or upon its own motion, the 
Commission may enter an order terminating registration of a security pursuant to 
this subsection, subject to such terms and conditions as it may deem necessary 
to impose for the protection of investors, if it finds, after appropriate notice and 
opportunity for hearing, that by reason of the small number of public investors, 
lack of trading interest, inactivity of the issuer or the small amount of the public 
investment as measured by the market value of the security, or otherwise, con- 
tinued registration of the security is not necessary in the public interest or for 
the protection of investors, or that for any reason the issuer is not subject to this 
subsection. An issuer shall not be deemed to cease to be subject to this subsec- 
tion by reason of reduction in number of record holders of an equity security 
unless such number is reduced to less than 500. 

“(4) For the purpose of this subsection— 

“(A) the term ‘debt security’ shall include every note, bond, debenture, 
or evidence of indebtedness, or certificate of interest or participation in the 
foregoing, or guaranty of the foregoing, whether or not such security is 
also an equity security ; 

“(B) the term ‘class’ shall include all securities of an issuer which are 
of substantially similar character and the holders of which enjoy sub- 
stantially similar rights and privileges. 

“(5) The Commission may define the term ‘held of record’ by rules or regula- 
tions deemed necessary or appropriate in the public interest or for the protection 
of investors or to prevent circumvention of the purposes of this subsection.” 

2. Substitute for section 2 of the bill: 

“Sec. 2. The first four paragraphs of subsection (f) of section 12 of the Se- 
curities Exchange Act of 1934, as amended, are hereby amended to read as 
follows: 

‘Notwithstanding the foregoing provisions of this section, any national se- 
curities exchange, subject to the terms and conditions hereinafter set forth, (1) 
may continue unlisted trading privileges to which a security had been admitted 
on such exchange prior to the effective date of section 12 (g) of this Act or (2) 
upon application to and approval of such application by the Commission may 
extend unlisted trading privileges to any security duly listed and registered on 
any other national securities exchange. Where an extension of unlisted trading 
privileges to a security was originally based upon its listing and registration on 
another national securities exchange, such privileges shall continue in effect only 
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so long as such security shall remain listed and registered on any other national 
securities exchange. 

“*No application pursuant to this subsection shall be approved unless the Com- 
mission finds, after appropriate notice and opportunity for hearing, that the ex- 
tension of unlisted trading privileges pursuant to such application is necessary 
or appropriate in the public interest or for the protection of investors. 

“*The Commission shall by rules and regulations suspend unlisted trading 
privileges in whole or in part for any or all classes of securities for a period not 
exceeding twelve months, if it deems such suspension necessary or appropriate 
in the public interest or for the protection of investors or to prevent evasion of 
the purposes of this title. 

“On the application of the issuer of any security for which unlisted trading 
privileges on any exchange have been continued or extended pursuant to this sub- 
section, or of any broker or dealer who makes or creates a market for such se- 
curity, or of any other person having a bona fide interest in the question of 
termination or suspension of such unlisted trading privileges, or on its own 
motion, the Commission shall by order terminate, or suspend for a period not 
exceeding twelve months, such unlisted trading privileges for such security if the 
Commission finds, after appropriate notice and opportunity for hearing, that by 
reason of inadequate public distribution of such security in the vicinity of said 
exchange, or by reason of inadequate public trading activity or of the character 
of trading therein on said exchange, or otherwise, such termination or suspension 
is necessary Or appropriate in the public interest or for the protection of in- 
vestors.’ ”’ 

3. Substitute for section 3 of the bill and add the following sections 4 through 
9 to the bill: 

“Sec. 3. Subsection (e) of section 7 of the Securities Exchange Act of 1934, 
as amended, is hereby amended to read as follows: 

“*(e) Any security registered pursuant to subsection (g) of section 12 of this 
title shall be subject to the provisions of this section in the same manner as if the 
security were registered on a national securities exchange, except that such pro- 
visions shall not so apply in respect to any securities which the Board of Gover- 
nors of the Federal Reserve System may by rules and regulation exclude from 
the operation of this subsection, either unconditionally or upon such terms and 
conditions as may appear to be necessary or appropriate in the public interest, as 
not comprehended within its purposes.’ 

“Sec. 4. Subsection (c) of section 15 of the Securities Exchange Act of 1934, 
as amended, is hereby amended by the addition of the following new clause at 
the end thereof: 

“*(4) The Commission is authorized, if in its opinion such action is neces- 
sary or appropriate for the protection of investors, after appropriate notice and 
opportunity for hearing, by order to suspend trading otherwise than on a na- 
tional securities exchange in any security registered or required to be registered 
pursuant to this title, if the Commission finds that the issuer of such security 
has failed to comply with any provision of this title or the rules and regulations 
thereunder. If in its opinion the public interest and the protection of investors 
so requires, the Commission is authorized summarily to suspend trading, other- 
wise than on a national securities exchange. in any security (other than an 
exempted security) for a period not exceeding 10 days. No broker or dealer shall 
make use of the mails or of any means or instrumentality of interstate ecommerce 
to effect any transaction in, or to induce the purchase or sale of, any security 
in which trading is so suspended, otherwise than on a national securities ex- 
change.’ ” 

“Sec. 5. Subsection (d) of section 15 of the Securities Exchange Act of 1934, 
as amended, is hereby repealed. 

“Sec. 6. Subsection (a) (2) of section 19 of the Securities Exchange Act of 
1934, as amended, is hereby amended to read as follows: 

“*(2) After appropriate notice and opportunity for hearing, by order to deny, 
to susnend the effective date of. to suspend for a period not erceeding twelve 
months, or to withdraw, the registration of a security pursuant to any provision 
of this title if the Commission finds that the issuer of such security has failed to 
comply with any provisions of this title or the rules and reeu'ations thereunder.’ ” 

“Sec. 7. Subsection (c) of section 20 of the Securities Exchange Act of 1934, 
as amended, is hereby amended by striking out the phrase ‘registered on a na- 
tional securities exchange’ and substituting therefor the phrase ‘registered or 
required to be registered pursuant to section 12 of this title.’ 
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“Sec. 8. Subsection (b) of section 32 of the Securities Exchange Act of 1934, 
as amended, is hereby repealed and subsection (c) of said section is hereby re- 
designated as subsection (b). 


“Sec. 9. This Act shall become effective six months after the date of its en- 
actment.” 

Senator Lenman. Mr. Harry W. Besse. 

Mr. Besse, I am sorry to have kept you waiting so long. 

Mr. Besse. Shall I proceed now ¢ 

Senator LeHmMan. We always have one consolation—we Senators— 
that we do work as long hours as the witnesses who appear before us. 

Mr. Besse. Thank you, sir. 


STATEMENT OF HARRY W. BESSE, PRESIDENT, BOSTON STOCK 
EXCHANGE 


Mr. Bessr. My name is Harry W. Besse. My home is in Gilman- 
ton, N. H. 

I am appearing before you today as president of the Boston Stock 
Exchange. Iam grateful to you for the opportunity of being heard 
in connection with Senate bill 2054. 

When I became president of the Boston Stock Exchange in 1946, 
one of my first acts was to study very thoroughly the registration re- 
quirements of the Securities Exe ‘hange Act of 1934 relative to securities 
issued by American corporations. 

After a thorough study of these requirements, I reached the con- 
clusion that they were eminently fair and were not burdensome upon 
the issuing corporation to any serious extent. 

1 also reached the conclusion that there was nothing requested in 
the registration statement which might not, under certain circum- 
stances, be the decisive ingredient in an investor’s decision as to 
whether to buy, sell, or hold the security in question. 

I thereupon concluded that I could not conscientiously advocate the 
relaxation of these requirements, but rather became convinced that if 
they were, as I had determined them to be, of great benefit to investors 
and, in general, in the public interest, I could not understand why 
legislation should not be enacted which would extend these require- 
ments to all substantial issuers of securities in the categories which 
were not specifically exempted. 

The 9 years which have passed since that time have served only to 
strengthen my conviction that the extension of the requirements a 
proposed in S, 2054 is essential to the public interest, and I shone 
urge upon your committee favorable action to the end that the pro- 
tection of investors, for which the existing legislation was enacted, 
shall no longer be confined only to those securities whose issuers have 
voluntarily elected to register. 

Senator Leaman. Thank you very much, Mr. Besse. I just want 
to ask you a few questions. 

On the Boston Stock Exchange, do you have unlisted securities as 
well as listed securities traded in ? 

Mr. Besss. Yes, sir. We have unlisted trading privileges in se- 
curities that are listed on other exchanges. The information con- 
templated under this act is available to the investor in those issues. 

Senator Leuman. But in those cases, in cases of that character of 
security, they are registered, are they not ? 
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Mr. Besse. Yes, sir. 

Senator LeHmMan. Do you have bank stocks listed on your exchange ? 

Mr. Besse. No,sir. We have no bank stocks. 

Senator Lenman. Do you favor the coverage of the exemption in 
this—well, I will get to that in a minute. You have read this bill, of 
course ¢ 

Mr. Besse. Yes, sir. 

Senator Lrnman. You see the exemptions that are specified under 
section 2. Do you agree with those, or do you have any feeling of 
reservation ¢ 

Mr. Besse. I have a minor reservation with respect to the 500 stock- 
holders. I think that if this legislation is—and I believe it to be—a 
benevolent piece of legislation, I do not see why the coverage could 
not be extended still further down. I think that the 300 and $3 million 
would be fully as much in the public interest if not more so. 

Senator Lenman. You would prefer that to $5 million and 500? 

Mr. Besse. That is right. 

Senator LeHman. How do you feel about exempting banks from 
the coverage—taking into account, of course, the proxy question re- 
garding banks? 

Mr. Bessr. Relative to exemptions of any character, I am not com- 
pletely firm in an opinion. I think that the'reason that I favor this 
legislation so much is that it is a part of the public confidence in the 
system, the American system, of wide ownership of securities. I think 
that confidence already exists in the case of bank stocks. I think the 
supervision of the banks in general is adequate, and I do not object 
to that exemption. 

Senator Lenman. Is there large trading in the New England market 
of stocks that are not listed on one of the recognized exchanges? 

Mr. Besse. Yes, sir. There is considerable activity in the over-the- 
counter market in that territory. 

Senator Lenman. Is that mainly in small companies, or does it in- 
clude large-companies ? 

Mr. Besser. No, sir. I think size is not the determining factor. 
There are securities of many large companies that are traded in the 
over-the-counter market. 

Senator Lenman. Take the great textile companies of New England. 
Are many of those listed or registered ? 

Mr. Besse. Some of the larger ones are. Many of the smaller mills 
are not registered. 

Senator Lenman. I want to thank you very much, Mr. Besse, for 
coming here to testify, and I want to tell you that I think your testi- 
mony will be very helpful. We are going to proceed to consider this 
bill as promptly as possible. Unfortunately, there will be some delay 
because of the desire, which I think is a very reasonable desire, of the 
Securities and Exchange Commission to advise us with regard to cer- 
tain details of the bill. We hope to be able to give further consider- 
ation to this bill before the end of this session, and if we cannot pass 
it this session we hope to pass it the next session. 

Thank you very much for coming. 

Mr. James Day. ; 

I am very glad you were able to come, and I invite you to testify. 
Will you make a statement as to your views on this bill ? 
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STATEMENT OF JAMES E. DAY, PRESIDENT, MIDWEST STOCK 
EXCHANGE 


Mr. Day. I am James E. Day, president of the Midwest Stock Ex- 
change. 

Any statements that I make are strictly my own, as my exchange has 
not discussed this subject or taken a vote on it, and I do happen to 
know that there are differences of opinion. Therefore, I want to make 
it clear that anything I say is my own personal opinion. 

Senator Lenman. Is Mr. Besse still here ? 

Mr. Besser. Yes, sir. 

Senator Leuman. Were you testifying as an individual or as pres- 
ident of the exchange / 

Mr. Besse. I was testifying as president of the exchange, sir. 

Senator Leman. Thank you very much. 

Proceed. 

Mr. Day. Personally, I am very much in favor of this bill. There 
are 2 or 3 things in it that I think might be improved or at least given 
a little more study. 

As an example, I think it could be more effective if it was 500 stock- 
holders or X amount of assets. I would prefer to see that lower as 
I believe, Senator, that it is possible that you could have several thou- 
sand stockholders and not meet the $5 million asset limit, so you would 
have a wide distribution here in public interest and it would not come 
under this. 

Senator Lenman. May I ask you—and I am going to ask Mr. Besse 
if he is still with us—when you talk about $5 million, you are talk- 
ing about $5 million of assets or $5 million value of equity securities ¢ 

Mr. Day. Well, as I understand this bill, it is in assets. I would 
like to see that spelled out a little. I think you might have a little 
difficulty on that one. 

Senator Lrnman. What I meant is this: You might have a company 
with $15 million of assets but $11 million in bonds, leaving you with 
$4 million of actual equity capital. 

Mr. Day. I see what you mean. 

Senator Lenman. I was wondering what you have in mind. I am 
not sure that we know ourselves exac tly what we have in mind. 

Mr. Day. Well, my conception would be that it would best be stated 
on number of stockholders regardless of assets. If you had over 500 
stockholders I think it ought to be under the provisions of this bill. 
The assets—— 

Senator Lenman. You would have to specify just what was meant 
by assets or by capital. 

Mr. Day. Yes. I think that would be a difficult job, and I think if 
you have 500 stockholders you are getting wide distribution. The 
public isin it. The assets I do not think mean anything. 

There is one other point in the bill that I believe is already in the 
present setup on unlisted trading privileges, and that is the require- 
ment on quotations. When you show them in newspapers or any place 
else, you have to show those listed and those unlisted and alphabetize 
them accordingly. I do not see any particular point to that since they 
are registered securities and the information i is there. About the only 
thing ‘that it would accomplish is it would make it very difficult for 
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exchanges having the unlisted trading privilege to get their quotations 
in the newspaper. I think it is very important to give as full dis- 
closure as possible. 

But I think this is a very good bill, and I would like to put it this 
way to you: That if these things that are proposed in this bill, such 
things as the proxy rule, insider: trading rule, and all the other things, 
are in the public interest, then I think that should apply to all securi- 
ties in the public interest, not just to listed alone. I think that is 
important. 

Senator Lenman. You do not think this is Government interfer- 
ence ¢ 

Mr. Day. No, sir; I donot. I think this is a very constructive piece 
piece of legislation. 

Senator Lenman. Do vou have rules such as the New York Stock 
Exchange has defining the method by which proxies have to be dis- 
tributed by members of the exchange ? 

Mr. Day. Yes. May I make one other point. I did not quite get 
all the testimony of the Chairman of the SEC on the point of spon- 
sorship of the small issues. I would like to ask this question: Did he 
propose that there be some exemption for the smaller companies or 
sponsorship was necessary? Is that—— 

Mr. Watxace. That is right. 

Mr. Day. I would like to make the point that that applies on listed 
securities too. We have many securities that are listed on the exchange 

that have very few stockholders. If that is a good thing to permit 
trading with the officers and directors—and I do not know that it is— 
but if it is a good thing, then I think it should be applied to the listed 
securities too. I do not think there should be a double standard any- 
where along the line. 

Senator Lenman. But I think that question of sponsorship was not 
entirely clear to me, because I think it means something quite different 
today from what it did 30 years ago when I was in the banking busi- 
ness. I am going to ask some of the—— 

Mr. Day. You made the point. That is why it was brought to my 
attention. 

Senator Leaman. Mr. Wallace has just drawn my attention to the 
fact that you were the first to raise the question of the double standard 
at the general hearings with regard to securities—different standards 
for those that were listed and securities that were registered and those 
that were not registered. 

Mr. Day. Yes, I think—— 

Senator Lenman. I[ think that is a very good service. Did I ask 
you about whether you have banks listed ? 

Mr. Day. No, sir; we do not have any banks. 

Senator Lenman. You do not? 

Mr. Day. No, sir. 

Senator Lenman. So you have no knowledge of the manner in 
which they carry on their elections or the way they solicit proxies? 

Mr. Day. Not too much. Sitting listening to the testimony here, 
I can understand the plea, and I will say this: If banks and insurance ° 
companies are fully regulated through the Federal Reserve System 
and whoever regulates insurances companies, if they meet all the 
standards that are in this proposed bill, all the full disclosure and 
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everything else, I am perfectly willing to agree they should be 
exempted. But if they do not, I do not see why they should not be 
under this. 

Senator Leaman. Thank you very much indeed. 

I was going to ask you another question, Mr. Besse, but I do not 
think it is necessary. 

I want to thank you both, both you and Mr. Day. 

The subcommittee will now recess until Thursday morning at 10 
a.m., in room 301. 

(Whereupon, at 4:55 p. m., the subcommittee recessed to reconvene 
at 10 a. m., Thursday, June 30, 1955, in room 301, Senate Office Build- 
ing.) 
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STOCK MARKET STUDY 


(Regulation of Unlisted Securities) 


THURSDAY, JUNE 30, 1955 


Untrep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITTEs, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 301, Senate Office 
Building, at 10 a. m., Senator Herbert H. Lehman (chairman of the 
subcommittee) presiding. 

Present : Senators Lehman, Fulbright, Morse, Bricker, and Ives. 

Also present : Senator Bush. 

Also present: Robert A. Wallace, staff director, Banking and Cur- 
rency Committee. 

Senator Leuman. The hearing will please come to order. 

Our first witness is Mr. Winthrop H. Smith, managing partner, 
Merrill Lynch, Pierce, Fenner & Beane. 

We are very glad indeed to see you here, Mr. Smith. Do you have 
a prepared statement ? 

Mr. Smrru. Mr. Chairman, I have a very short four-page statement 
which I will read if you wish. 

Senator LEHMAN. Very good. 


STATEMENT OF WINTHROP H. SMITH, MANAGING PARTNER, 
MERRILL LYNCH, PIERCE, FENNER & BEANE 


Mr. Smiru. My name is Winthrop Hiram Smith, and I am manag- 
ing partner of Merrill Lynch, Pierce, Fenner & Beane. My firm acts 
both as broker in listed securities and broker and dealer in unlisted 
securities. I have been requested to give a statement to the committee 
of my opinion on S. 2054. 

I approve the bill under consideration in principle and believe its 
enactment would be in the public interest and in the interest of the 
securities industry in general. I feel that there should be no discrim- 
ination between listed and unlisted securities that are held by the pub- 
lic. I realize that this bill, if enacted, will involve additional] obliga- 
tions for the specific companies which will be affected and will subject 
their officials and 10-percent stockholders to requirements from which 
they have previously been exempt. Also, such a law will put an addi- 
tional supervisory burden and expense on the Securities and Ex- 
change Commission. But I believe that the benefits to be obtained 
will be worthwhile. 

The committee’s report on the stock market study reached the fol- 
lowing conclusion : 
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The committee is of the view that as a general policy, it is in the public interest 
that companies whose stocks are traded over-the-counter be required to comply 
with the same statutory provisions and the same rules and regulations as com- 
panies whose stocks are listed on national securities exchanges. 

5. 2054 does not propose to apply the same statutory provisions to 
all over-the-counter securities, and obviously any attempt to do so 
would not be advisable even if it were within the power of Congress. 
The tests of size and distribution set by S. 2054—$5 million worth of 
assets and 500 securities holders—are of necessity arbitrary. I do not 
know of any reliable statistics as to how many companies would actu- 
ally be affected. I have heard estimates from 1,000 to 1,500 or more 
companies; and perhaps even more, depending on the definition that 
the Securities and Exchange Commission eventually gives to the phrase 
“securities indirectly held.” 

To my mind the principal public benefit to be derived from passage 
of the bill is the making available of financial information—the same 
quality and extent of information as has been required of listed com- 
panies for some years under the reporting requirements of the Securi- 
ties Exchange Act of 1934. I think there is general agreement that 
these reporting requirements have worked well. They have not re- 
sulted in the unfair competition or had the other unfortunate results 
that were feared prior to their adoption. 

I was asked to comment on certain specific points as affected by 
S. 2054. 

Proxies. As far as proxies are concerned, I feel that whatever rules 
apply to listed companies should also apply to the companies covered 
by this bill. 

Insider trading. S. 2054 would require that officers, directors and 
10 percent stockholders of companies that are covered by the terms of 
the bill report monthly changes in their holdings of their company’s 
shares, and turn over to the company any profits made on short-term 
trading, i. e., within a period of less than 6 months. As long as these 
provisions apply to listed companies, it seems to me that they should 
also apply to those companies covered by the bill under consideration. 

Margins. The committee’s report on the stock market study points 
out “the anomalous situation that now exists in the different credit 
regulations with respect to listed and unlisted securities.” As I under- 
stand the effect of section 3 of S. 2054, it would authorize the Federal 
Reserve Board to permit brokers and dealers to extend the same credit 
on any securities covered by the bill as they may extend on listed 
securities, 

However, I should like to point out that the mere fact that a broker 
is permitted to extend credit on a certain security does not require him 
so to do. The mere fact that a security is listed on a national securi- 
ties exchange at the present time does not necessarily make it accept- 
able to a broker as collateral. Speaking for my own firm, we would 
use the same criteria on unlisted securities as we now do on securities 
listed on national exchanges. I am confident that brokers generally 
would use the same precautions. 

I should also like to point out that subsection (2) (B) exempts any 
issuer “ all the securities of which are held directly or indirectly by 
fewer than 500 persons.” The word “securities” as defined in the Se- 
curities Exchange Act of 1934 includes notes, bonds, etc., as well as 
stocks. Therefore, to use an exaggerated example, a company wholly 
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owned by one individual but which had a bond issue held by 500 per- 
sons would not be exempt. I suggest the word “secur ities” should be 
changed to “equity securities.” 

In concluding these brief remarks, I would like to mention that al- 
though my firm handles daily a large volume of business on numerous 
security exchanges, it also has substantial dealings in the type of secur- 
ities that will be affected by this bill. Therefore, in conjunction with 
my associates, I have considered the possible repercussions on the busi- 
ness in unlisted securities if the new regulations are imposed. 

We realize that the business of security dealers in many States, and 

large number of unlisted companies, will be affected by this legis- 
lation. However, we think that the benefits accruing to the investor 
outweigh all other considerations. 

Senator Lenman. Thank you very much. Do you want to add 
anything ¢ 

Mr. Smiru. No, sir. I will be very glad to answer any questions 
you may have. 

Senator Lenman. Mr. Smith, have you a copy of the bill before 
you‘ 

Mr. Smiru. I have. 

Senator Leuman. On page 2, section 2, starting on line 12, “The 
provisions of this subsection shall not apply in respect to any security 
issued by”—and then it lists the conditions to justify exemption. 

Mr. Smiru. Yes. 

Senator Lenman. Have you any comment with regard to the inclu- 
sion or exclusion of any of these categories / 

Mr. Smirn. Well, in respect to sections (A) and (B), as I have 
said in my statement, that is an arbitrary definition which seems to 
me to be all right. I do not think anyone can decide on what is right. 
It would be my suggestion that these figures be adopted and then 
let time tell whether this is correct. Maybe it is too low; maybe it is 
too high. I am sure that no one is in a position to be very definite 
about this. 

Senator Lenman. It says “any issuer which has less than $5 million 
in assets.” Of course, a company might have $5 million in assets but 
might have a large bond issue ahead of the equity stock, and the equity 
stock might be relatively small. When you talk about $5 million, do 
you have in mind $5 million in equity stock, equity assets, or $5 million 
overall assets ? 

Mr. Smiru. Mr. Chairman, as I read the bill, I thought that what 
was meant was assets—gross assets. But I do think, however, that 
this definition should be clarified. I think there would be a great 
deal of confusion the way it now stands. 

Senator Lenman. In this list banks are exempted. 

Mr. Smiru. Yes, I noticed that. 

Senator Lenman. Do you see any particular reason for exempting 
them ? 

Mr. Smatru. Mr. Chairman, I do not profess to be an expert on bank 
securities. I realize that banks are now subjected to several gov- 
ernmental authorities. I would rather defer my opinion on this par- 
ticular item until Mr. Martin, Chairman of the Board of the Federal 
Reserve, has prepared his memorandum, which I note from his tes- 
timony when he appeared here last Monday he was going to do. 
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Senator Lenman. Of course, the banks are now supervised by Fed- 
eral agencies, either by the Comptroller of the Currency or by the 
Federal Reserve Board. 

Mr. Smirn. Yes, and the Federal Deposit Insurance Corporation. 

Senator Lenman. Yes. So far as the solvency and the financial 
position of the banks are concerned, there cannot be much doubt that 
that is pretty well taken care of. 

Mr. Snirn. Yes. 

Senator Lenman. Of course, there is no provision made for proxies 
in connection with banks save in those instances where a bank may 
be listed on one of the recognized stock exchanges, such as the New 
York, the Midwest, the Boston, or the San Francisco Exchanges. I 
think that the total number of banks that are so listed would prob- 
ably be less than 20, leaving all the other banks, of course, without any 
regulation so far as proxies are concerned. 

Have you any comment on that? 

Mr. Smiru. You mean as far asthe proxy / 

Senator Lenman. Yes. 

Mr. Smiru. I think the statement I made earlier applies to that part 
of it too, Mr. Chairman. The banking business differs a great deal 
from ordinary business. Banking and credit are very sensitive. I do 
not feel too competent as a witness to get into that. As I said earlier, 

I would rather wait until I have had an opportunity to read what Mr. 
Martin is going to say, because he is competent. 

Senator Lenman. I am not at all concerned with a financial check 
on banks because I think our banks are certainly, generally speaking, 
administered well, honestly, and fairly. I am concerned over the 
proxy feature of banks. 

Mr. Smiru. Yes. 

Senator Leaman. There are certain companies the securities of 
which are sponsored by a single firm, which under an agreement with 
the company has the responsibility and privilege of marketing its 
securities. Would that kind of relationship in your opinion be handi- 
capped by this bill? 

Mr. Smrru. I do not think so. 

Senator Lenman. As I understand it, you favor this bill with cer- 
tain changes in verbiage ? 

Mr. Smirn. In the main and in principle we favor the bill. 

Senator LenmMan. Senator Fulbright ? 

Senator Fursricur. Mr. Smith, I am very glad to see you back 
testifying before this committee. 

Mr. Smrrx. Thank you, sir. 

Senator Futsriecnt. You made a very great contribution to our 
hearing on the stock market. As I look back on it, I think that your 
testimony was extremely helpful. 

On this bank stock business, does your firm handle many bank 
stocks, buying and selling for your customers? Is there a big busi- 
ness in bank stocks? 

Mr. Smrru. Yes, there is a big business in bank stocks. We have 
a large number of transactions in bank stocks. 

Senator Futsricar. What do you regard as the real justification 
for this bill? 

Mr. Smirn. For the bill in its entirety ? 
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Senator Futsricur. Yes. You said you approved. What do you 
think is its main objective ? 

Mr. Smrru. The main objective to me and the thing that interests 
me more than anything else is disclosure of information. That is a 
matter that we have been exponents of for many years, and I think 
this makes a decided step forward. 

Senator Futsricut. Well, that being so, is it proper to distinguish 
bank stocks from ordinary commercial stocks on the ground that the 
bank has to disclose this information, and it is available to prospective 
purchasers already? Is that true? 

Mr. Smiru. I think that is true. 

Senator Futprient. Is it true that the circumstances that affect the 
value of a bank stock as reported to these agencies you mentioned are 
available to a prospective investor ¢ 

Mr. Smirn. So far as I know, a great deal of it is not available. 

Senator Futsricnt. Is not available? 

Mr. Smiru. Is not available. 

Senator Futsrieut. In other words, while the information is in the 
files of the FDIC, the Federal Reserve Board, or the Comptroller, it is 
not public property! Is that true? 

Mr. Smirn. [ want to add or reemphasize that I do not regard my- 
self as being too competent a witness on this subject. It is my impres- 
sion that it is not at least readily available to the public. 

Senator Furerieur. To put it another way, if it is available, then 
that takes care of the banks and we need not include them in this? 

Mr. Smirn. That is right. 

Senator Fursrient. | think that one of the reasons for them being 
excluded was at least the thought they are taken care of by other 
legislation. 

Mr. Smirn. Yes. But I think that is a matter that Mr. Martin can 
clear up for the committee. 

Senator Futsricut. Well, put it this way: In the past, in your ex- 
perience, has there been any abuse arising out of the sale of securities 
of banks? Has there been much manipulation or any criticism to 
speak of ? 

Mr. Smiru. To the best of my knowledge in recent years there has 
not been. 

Senator Futsrieut. There has not been ? 

Mr. Smirn. No. 

Senator Funpricnt. I guess there was during the 1920’s, in the late 
1920's, but not since then ? 

Mr. Smirn. Not to my knowledge. I think it has been a very clean 
business in that particular type of security. 

Senator Fursrigut. What is your view on insurance company 
stocks ? 

Mr. Smiru. Again I would like to qualify my remarks by saying I 
do not regard my vself as an expert in insurance stocks. But I will say 
that they too are regulated, but the regulation comes mostly from 
States. “As far as insurance stocks are concerned, I do not think they 
should be exempted in this bill. 

Senator Futsrienr. You do not think they should be ? 

Mr. Smiru. No, I do not. 

Senator Funtsrient. Is there a very large volume of securities of 
stock companies in the insurance business ? 
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Mr. Smirnu. There isa large volume. 

Senator Futsrientr. A large volume ? 

Mr.Smiru. Yes, there is. 

Senator Fursrientr. As far as you know, the information with re- 
gard to their financial condition is not readily available already under 
any existing legislation ? 

Mr. Smiru. I do not think it is. 

Senator Futsricur. What about public utility stocks? 

Mr. Smiru. Well, public utility stocks I think ought to be subject 
to the bill. 

Senator Futrsricur. There again they are regulated and I assume 
they make reports, but they are not necessarily available to the inves- 
tor? Isthatright? As far as you know? 

Mr. Smirn. That is right. 

Senator Futsrigur. Coming back to this suggestion you made about 
equity securities, do you regard that as a sufficiently accurate defini- 
tion? That puzzles me. It has been raised every time. I am not 
quite clear what would be the best term to use there. We want to at 
ieast minimize the difficulties in arriving at a very clear understand- 
ing of what we mean with regard to the $5 million of assets and se- 
curities. 

Mr. Smrru. Mr. Senator, I, of course, do not know what was in the 
minds of the people who drafted this, but as I read it, I tried to inter- 
pret what was in their minds, and I am sure they did not mean 
mortgages, bonds, and debentures. I think they meant stocks, equity 
stocks, and I thought my definition clarified that a little more. 

Senator Furerieut. Regardless of what was in the minds of the 
drafters, what would be the best definition, the most accurate one, do 
you think, for everyday—— 

Mr. Smirn. I think “equity securities.” 

Senator Funsricut. Do you have any difficulty in drawing the line 
when you get into debentures or convertibles, or not? Is there 
any diftic ulty in the trade in identifying a particular issue as an equity 
security when it has convertibility privileges’ 

Mr. Sarr. Possibly, but I do not think it becomes an equity security 
until it is converted. 

Senator Futerient. Until it is converted ? 

Mr. Smrru. Until it is converted. 

Senator Fursrient. I do not know. I am just asking for light on 
this. I do not know if it is important other than to avoid indecision 
and lawsuits. That is the main thing. 

Mr. Smirn. No, I do not think it falls in that classification until 
it is converted. 

Senator Futsricur. The understanding in your business about these 
matters is fairly clear? I mean as far as you are concerned the word 

“equity security” has a very definite meaning ? 

Mr. Smrru. I think it is synonymous with “common stock.” 

Senator Futsrigutr. Common stock ¢ 

Mr. Snirn. Yes. 

Senator Futsricur. Why would it not be better to say “common 
stocks” than “equity securities”? Would that be a more definite term / 

Mr. Sorru. I do not think it would be any more definite. I think 
it would probably be all right. I think you need an expert on drafting, 
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however. I would not want to be the last word on that. I think 
“common stock” or “equity securities” would be correct. 

Senator Fursricur. You are not the last word, but we want your 
views. You are in this business. I am told by the staff that the SEC 
considers the convertible debenture an equity. 

Mr. Smrrx. Well, they should know more than I do from the legal 
aspects of it. 

Senator Futsrient. It may not be significant except that we want 
to be certain what the terms mean as a matter of knowing what we 
are doing so that it will not be the cause for many lawsuits. 

Mr. Smirn. Perhaps they mean it is an equity security when the 
price of the stock has reached a point where it could be converted 
profitably. Possibly that is what they mean. I do not know. 

Senator Futsricutr. Well, the term “common stock” is very definite. 

Mr. Smiru. “Common stock” I think is very definite. 

Senator Futsrient. Perhaps it would be better to limit it to that. 
I do not know. Do you see any objections to limiting it to that? 

Mr. Smiru. Let me just read this. I think the main purpose is to 
exclude the indebtedness. I think that is the main purpose. And I 
think “common stocks” would do it. But, on the other hand, I think 
in talking with people in the business we would know what we were 
talking about to each other if we said ‘ ‘equity securities,” although 
this point you bring up about convertibles is a bit confusing. 

Senator Futsricutr. At the point where it is profitable to convert, 
then the convertible debenture acts exactly like the common stock, 
does it not ? 

Mr. Smiru. Yes, it does. 

Senator Futsricutr. Well, anyway, if you have any further thoughts 
about that, I think we would be interested in them. We could say 
common and preferred stocks if you like. Would you consider pre- 
ferred stock as an equity security ? 

Mr. Situ. Not in the true sense of the—— 

Senator Futrriaut. You would not? 

Mr. Smiru. Not what I regard as an equity security. I think you 
would get a lot of difference of opinion though on that. 

Senator Futsricur. It is sort of an intermediate ? 

Mr. Smirn. It is an intermediate. It is not indebtedness, and yet it 
loes not enjoy the same privileges and rights that a common stock 
does. It is very limited in its nature. 

Senator Futsricnt. Would we be wrong in saying common stocks 
and any securities convertible into common stocks? I will not pursue 
itany longer. I do think it is something we ought to clarify. 

Mr. Suiri. I might just ad d one word. It is possible that common 
stock would be selling at such a price that there might not be any 
possibility in years of “that convertible preferred taking on any value 
from its convertibility feature. I think the lawyers can have a lot of 
fun arguing this question. 

Senator Futsricur. I thought maybe we should not pass a bill that 
would be the cause for too much fun on the part of the lawyers. Not 
that I have anything against lawyers, but I mean I felt that we ought 
to make this more positive. I do not think it is a matter of major im- 
porsanrts As you point out, this is an arbitrary number; the 500 stock- 
.olders. 
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Mr. SmirH. Yes. 

Senator Futsricutr. But I do think we ought to be positive about 
what we are talking about. 

Mr. Smirn. Very definitely. 

Senator Fu LBRIGHT. One last question on this size business. Do you 
think that $5 million and 500 stockholders is a reasonable figure, or 
would you prefer $3 million and 300 stockholders, or do you have any 
views about that ? 

Mr. Smirn. I am not prepared to fight for either one. I think on 
balance I like the $5 million better than the $3 million, but I would not 
quarrel with either one, or with $4 million or with $6 million. 

The reason that I would govern some of my opinion there is that we 
made some studies, and it 1s very difficult to make studies on this, to 
find out how many possible companies would be included. We are not 
too clear on the definition of the $5 million, but we came up, as I have 
already stated, with a guess at somewhere about 1,000 maybe, not over 
1,500, and it seemed to me that it would probably be bad at the very be- 
ginning, from the SEC’s standpoint, to have too many companies in- 
cluded in here. It might make 1t unworkable. 

Senator Futsricur. To include them all at once might be bad ad- 
ministratively? After.they digest this many, if there is need to extend 
it, it would be easy to change that ? 

Mr. Smirn. That is right. 

Senator Futsrient. That is all. 

Senator Lenman. Senator Ives? 

Senator Ives. I would like to go into this matter of equity a little 
more. My understanding of equity originally was ownership or the 
representation of ownership. Is that correct? 

Mr. Smiru. That is my definition of it. 

Senator Ives. That being the case, would not preferred stocks them- 
selves fall into that category 2 

Mr. Smirn. Well, it is a very limited ownership; the preferred 
stocks. 

Senator Ives. I know there is a limited one, but there neverthe- 
less is, is there not? I am not talking about convertible preferreds. 

Mr. Smrrn. Yes, I think you are probably right, providing you 
state that it is a limited ownership i in the definition. 

Senator Ives. Well, it is limited, it is restricted, but it is owner- 
ship nevertheless. 

Mr. Sorru. I think 

Senator Ives. That seems to me to involve us in a little complica- 
tion there in defining this word “equity” or defining what we mean. 

Mr. Smirn. Yes. 

Senator FutsrieHt. Will the Senator yield? May I ask what you 
say about a preferred that is callable? 

Senator vin: If it is callable and called, then your equity to that 
extent is eliminated automatically. I mean that takes care of itself. 

There is another question that I would like to raise, and I think I 
will have to ask the person who drafted this bill what the intention 
was. That is this $5 million business. Was that intended to be total 
assets? Who drafted this? 

Senator Futsrieut. Yes, I think that is what the intention was. 

Senator Ives. Total assets? 

Senator Futsricut. Yes. 
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Senator Ives. Then all you have to do is put the word “total” 
efore “assets,” and that takes care of it. 

Mr. SmirH. But it is not only $5 million of assets but 500 of security 
olders the way the bill reads. 

Senator Ives. 1 am talking about the $5 million. You raised the 

iestion of assets, as to what was intended by the $5 million, and I 
hink that probably what was intended was total assets. 

Mr. Smiru. Well, that was the way I read the bill. That is the way 
| understood it. But Iam not too sure about it. 

Senator Ives. If that is what is intended by the word “assets,” 

en the word “total” before it would clear it up, would it not? 

Mr. Smiru. I think so. 

Senator Futsricut. If the Senator will yield, as far as I am con- 
erned that is what I meant—total assets. 

Senator Ives. I think that is really what everybody thought it was, 

it | think probably “total” should be there. 

Senator Futsriegur. That would be all right. 

Senator Ives. There is another question I would like to raise here. 
| would like to have Mr. Smith, if he will, kindly translate on line 
i8 of page 2 the term (C) there—“any issuer all the securities of 
which are exempted securities.” What is your interpretation of that? 

Mr. Smriru. Well, doesn’t that mean just what it says—that those 
ompanies whose securities are exempted securities will not have the 
provisions of this bill apply ? 

Senator Ives. That is what it appears to mean. 

Mr. Smirn. That is what it seems to me to mean. 

Senator Ives. That is your interpretation ? 

Mr. Smirn. That is my interpretation. 

Senator Ives. There would be no question there of any ambiguity 
or conflict ? 

Mr. Smirn. I would not think so. 

Senator Ives. All right. I think that is all I have, Mr. Chairman, 
for the time being. 

Senator LenmMan. Senator Morse? 

Senator Morsr. No questions. 

Senator Lenman. Senator Bush ? 

Senator Busu. Mr. Chairman, I am sorry I was not here to wel- 
come my neighbor from Connecticut when he started his remarks, 
but I am very glad to see him here. I wonder whether you have 
given any thought, Mr. Smith, to the question of insurance compa- 
nies, as to whether they should be amongst those exempted. Banks 
are in the exempt list, the theory being that they are supervised by 
State bank examiners, that they are required to publish their state- 
ments at regular intervals, that their operations are closely super- 
vised. Thus they seem to be eligible for exemption. 

[ wondered what your opinion would be about insurance compa- 
nlies—ineorporated insurance companies. 

Mr. Smirn. Senator Bush, before you came in I was questioned on 
that. 

Senator Busu. I am sorry. If your views are in the record, I will 

ot ask them to be repeated. 

Senator Futsrient. If the Senator will yield, he thinks insurance 

ompanies should be covered by the act. 

Senator Busn. Do I think so? 

60650—55—pt. 2———-5 
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Senator Fcutericgntr. He does. Mr. Smith does. 


mUSH. Lihat the should be covered ¢ 


* FuLpricur. at they should be covered. I think 


. that in case you want to pursue Live questioning, 
nator Busn. If the chairman would permit, I would like to kn: 
why you think they should be covered as distinct from banks wh 


Sairu. Well, Mr. Senator, I think maybe I will have to 
to what I said about banks. I said in regard to banks that 
wor tld like to defer my opinion until I have had an opportunity 
read the statement 1 understand the chairman of the Federal Rese 
eaed is to make. I stated that insurance companies I realized wer 
subject to certain governmental authorities, particularly the Sta 
insurance commissions, but despite that, I still thought that they 
ought not to be exempt under this act because I believe it would 
beneficial to have more uniform supervision and control. 

Senator Busn. 1 do not quite understand what you mean by tl 

Mr. Smiru. Well, of course, they now are supervised by 

Senator Busu. Different States. 

Mr. Suir. Various States, 

Senator Busn. That is right. . 

Mr. Suirn. Some have certain regulations. Others have othe: 
regulations. Some are stricter than others. I think that for thx 
good of the investing public throughout the entire Nation it would 
be good not to exempt them. 

Senator Busn. Well, without wanting to argue the point too muc! 
it seems to me that the purpose of registration basically is to provide 
full disclosure. 

Mr. Smirnu. That is right, Senator. 

Senator Busn. That is the purpose of the 1934 act, and it has 
served its purpose well. In the amendments that were made last year 
to it, as the witness will surely recall, we stuck closely to the full dis 
closure principle, and so forth. 

The thing that I am wondering about is whether the reports re- 
quired by the insurance companies, even though they may be different 
in one State from another, are not considered to be so complete and 
so exhaustive in developing information concerning these companies 
that any interested dealer or investor can find out most anything he 
wants about an insurance company without any trouble whatever. So 
that the question that the companies have raised—and I think 
should be considered—is as to whether they should have another series 
of reports to make for Government supervision when they are already 
making a lot of reports and being very closely supervised. 

Mr. Smiru. Well, I prefaced my remarks earlier by again ad- 
mitting that I was not an expert on insurance stocks. 

Senator mee I do not think anybody is. 

Mr. Smirn. I doubted my competency in testifying on this. But 
from the little knowledge I have of this subject, I am inclined to think 
there is a great deal of difference between the various State laws as to 
supervision. For that purpose, for that reason, I favor having them 
come under the act and not exempting them. 

Senator Busu. Do you think that the $5 million limitation—that 
figure—is about right ! 
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mirH. I think it is all right. I said I would 
er it is 3 or 5or4or 6. I suggested that you us 
he 500 and then let time tell whether this is the 
Senator Busnu. I have no further questions. 
nator Lenman. I want to say one word. I certainly want t 
further what constitutes er securities. But at the present 


] 


as far as 1 am concerned, seems to me that preferred stocks 


A 


definitely equity securities ak conversely, it seems to me that 
nvertible debentures are not equity securities until they are con- 
erted. When they are once converted into common stock or preferred 
tock, then they become equities or constitute equities. But while 


l 


hey are debentures it does not seem to me that they would be classified 

s equity securities. But I want to look into it further 

Mr. Smiru. Yes. 

Senator Futsrient. Will the chairman yield to me? I think the 
ecord ought to contain the definition out of the Securities Exchange 
\ct of 1934, section 3, subsection (11). There it defines the term 
“equity security” as used in this act. Not that we necessarily must 
idopt it. Nevertheless, since that term is used in that act, 1 think 
that the committee must be very careful to define this term here. For 
vour information, that does include warrants and securities con- 

rtible under equity securities, so there is that difference of view 

it. 


will ask the reporter to put that whole section in the record at 
point and also subsection 12 which defines an exempted security 
with regard to (C) on line 18, page 2, of the bill. That is simply for 
the convenience of anyone looking at the record. It will set both of the 


sections out and it will be clear to anyone reading the record what we 
were talking about. 

has (The material referred to follows:) 

year Seo. 84 * 


dis (11) The term “equity security” means any stock or similar security ; or any 


security convertible, with or without consideration, into such a security, or 

: re- carrying any warrant or right to subscribe to or purchase such a security; or 

rent any such warrant or right; or any other security which the Commission shall 

em to be of similar nature and consider necessary or appropriate, by such rules 

and and regulations as it may prescribe in the public interest or for the protection 
of investors, to treat as an equity security. 

(12) The term “exempted security” or “exempted securities” shall include 
securities which are direct obligations of or obligations guaranteed as to prin- 
cipal or interest by the United States; such securities issued or guaranteed by 
corporations in which the United States has a direct or indirect interest as shall 
eries be designated for exemption by the Secretary of the Treasury as necessary or 
eadv appropriate in the public interest or for the protection of investors; securities 

: which are direct obligations of or obligations guaranteed as to principal or inter- 
est by a State or any political subdivision thereof or any agency or instrumental- 
ity of a State or any political subdivision thereof or any municipal corporate 
instrumentality of one or more States; and such other securities (which may 
include, among others, unregistered securities, the market in which is predomi- 
But nantly intrastate) as the Commission may, by such rules and regulations as it 

: deems necessary or appropriate in the public interest or for the protection of 
hink investors, either unconditionally or upon specified terms and conditions or for 
as to stated periods, exempt from the operation of any one or more provisions of this 
them d title which by their terms do not apply to an “exempted security” or to 

empted securities.” 


that Senator Lenman. I think we should give a great deal of further 
thought to that matter. I was not familiar with that particular section. 
ut it certainly seems to me that is stretching common sense pretty 


i 
cle 


ad- 


“ay- 
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far when they include warrants or rights to subscribe or to purchase 
such a security as equity securities, because many of these warrants 
are never used. ‘There is no flow of capital into the company because 
warrants are outstanding. In the case of many securities, at the time 
of subscription, warrants are appended to a convertible bond or to 
other securities. Some of these rights to subscribe, these so-called 
warrants, have a life of 5, 10, 20 years, and nobody can tell when they 
are going to be availed of. ; 

Senator Ives. Mr. Chairman, is there any reason why we could not 
state for the purpose of this act the term “equity security” means so 
and so, and so and so? Then there would not be any conflict ? 

Senator Funsrigut. We could. I say to the chairman I am not 
arguing we should or should not. That is not the point. All I a 
arguing is we should be definite in what we mean. 

Senator Leaman. No question about it. 

Senator Futsrienr. I do not care whether they are included or ex- 
cluded, but we ought to make clear what we mean to avoid any con- 
fusion. 

Senator Leuman. I agree with Senator Fulbright that unless we 
make the definition of “equity security” very plain we may run into 
very serious trouble. 

Are there any further questions? 

If not, I thank you very much indeed, Mr. Smith. You have been 
very helpful today, as you were the last time you appeared before 
this committee. 

Mr. Smiru. I enjoyed being here, sir. 

Senator Lruman. Thank you for coming. 

The next witness is Mr. Funston, the president of the New York 
Stock Exchange. 

Weare very glad to welcome you here again. 

Mr. Funston. Thank you, sir. 

Senator Leuman. You havea prepared statement ? 

Mr. Funsvon. Yes, sir, I have. 

Senator LeHmMan. We will be glad if you enlarge on that statement. 

Mr. Funsron. Thank you. May I read the statement first ? 

Senator Leuman. Yes, please do. 


STATEMENT OF G. KEITH FUNSTON, PRESIDENT, ACCOMPANIED 
BY EDWARD GRAY, EXECUTIVE VICE PRESIDENT ; PHILIP WEST, 
VICE PRESIDENT IN CHARGE OF STOCK LIST DEPARTMENT; AND 
SAMUEL L. ROSENBERRY, COUNSEL, NEW YORK STOCK EXCHANGE 


Mr. Funston. My name is G. Keith Funston. I am president of 
the New York Stock Exchange. 

I am accompanied here today by three associates—Mr. Edward 
Gray, who is executive vice president of the exchange, Mr. Philip 
West, who is vice president in charge of our stock list department, and 
Mr. Samuel Rosenberry, who is counsel for the exchange. 

I am happy to have the opportunity to present to the committee the 
position of the New York Stock Exchange on the Fulbright bill, 5. 
2054, to amend the Securities Exchange Act of 1934. 

Some 2,200 companies whose securities are registered on national 
securities exchanges are presently subject to the following provisions 
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of that act: Section 12 (registration), section 13 (supplemental re- 
ports), section 14 (proxy requirements) and section 16 (reporting of 
purchases and sales made by officers, directors and 10 percent stock- 
holders of the equity sec urities of their companies and the recapture 
by the corporation of any profits made within a 6-month period by 
these persons). 

Publicly held companies whose securities are not registered on a 
national securities exchange are not subject to all of those require- 
ments. It has long been our view that a single standard should apply 
to all publicly held companies. Public owners of unlisted securities 
are entitled to the same considerations and safeguards as the holders 
of securities registered on a national securities exchange. If the pres- 
ent requirements are shown to be too burdensome for publicly held 
ompanies which are unlisted, then the burdens should be lightened on 
listed companies. But, in any case, the double standard should not 
be allowed to continue. 

The Fulbright bill would subject all companies having assets of at 
least $5 million and at least 500 security holders to the provisions of 
the Securities and Exchange Act of 1934 to which listed companies 
are now subject. It would abolish the double standard as to com- 
panies of this size. 

Ilowever, we question whether the $5 million asset figure and the 

\) security holder standard may not be too high for determining 

which companies are publicly held and which should be brought w ith- 
n the provisions of the Securities Exchange Act. In 1941, the New 
York Stock Exchange, after much consideration, concluded that any 
company with at least 300 stockholders and $3 million in gross assets 
was publicly held and in the public interest should be subject to the 
provisions of the 1934 Act. That is still our view. 

Senator Busu. Mr, Chairman, will the witness yield for a question? 

a Funston. Yes, sir. 

enator Busu. Would the stock exchange be glad to admit to listed 

“di ng acompany with 300 stockholders and gross assets of $3 million ? 

Mr. Funston. No, sir, we would not. Our requirements are much 
higher than that. We have $7 million assets, which we define a little 
di ifferently, and at least 1,500 stockholders. However, later on in this 
presentation, Senator Bush, I will point out that there are many 
companies we believe which would find it possible, that have stock- 
holders in that amount or above, to list on regional exchanges. 

As far as the New York Stock Exchange is concerned, it makes no 
difference whether the $5 million-500 or the $3 million-300 formula be 
used. In either case there are only 120 unlisted companies which meet 
our minimum requirement for listing—$7 million in assets. Many of 
these 120 companies would be unable or may not wish to comply with 
our additional, more stringent, listing requirements. 

However, we understand that the $5 million-500 formula would 
cover about 1,300 companies and the $3 million-300 formula about 
1,800 companies. A large number of these companies would be eligible 
for listing on the regional exchanges and one of the strong objections 
they now “hav e to such listing would be removed. To the extent that 
these companies might list their securities, the public would have the 
additional advantage of price, quotation and volume information 
which exchange markets provide. But there are many companies 
already listed on the regional exchanges which do not have assets of 
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$5 million. These companies, under the bill as it is presently written, 
would still be subject to the double standard. 

In perfecting the draft of the bill, we think further thought oughi 
to be given to defining security holders as pg of equity sé CULitle 
to prescribing standards for the exercise by the ee of 
exemptive powers, and to setting the minimum at $3 million gro 
assets and 300 stockholders. Subject to these comments, we believ: 
the bill under consideration is sound in principle and its enactment 
would be in the public interest. It would enlarge the area of informed 
share ow ae and, to a substantial extent, would abolish the doub 
standard which now exists. 

In the case of many of the companies which would be affected by the 
bill, additional information would be made available to stockholders 
at more frequent intervals than at present; stockholders would 
provided with more informative proxy solicitation material; stock 
holders would be apprised of the securities transactions of officers, 
directors, and 10 percent stockholders; and the stockholders would be 
able to obtain the same credit on the securities of these unlisted com- 
panies as they could if the securities were listed on a national securities 
exchange. 

For many years the exchange has been a stanch advocate of full 
and adequate disclosure of corporate affairs to shareholders and the 
public. Present disclosure requirements of the New York Stock 
Exchange go much beyond those of the 1934 act and the rules and 
regulations of the Securities and Exchange Commission. 

For example, the exchange requires its listed companies to furnish 
to their shareholders annual reports and to publish quarterly reports 
of earnings, except in a few cases where such a quarterly report is not 


feasible. At the present time, 89.7 percent of our listed companies 
publish quarterly earnings figures, 6.9 percent publish semiannual 
hein and 3.4 percent publish only annual figures. 

Since 1926, the exchange has not listed any nonvoting stock. Re 
cently it has adopted a policy under which any issuer desiring to list 
its shares on the New York Stock Exchange must agree to solicit 


proxies, 


The exchange has taken these steps believing firmly that share- 
holders, as owners of the corporation, are entitled to adequate infor- 
mation about the affairs of their companies, and should have an oppor- 
tunity to voice their opinions on important corporate matters. The 
passage of this bill would in our opinion be in keeping with the tradi- 
tional position of the exchange on disclosure. 

We believe that the enactment of this bill in providing share owners 
vith additional information about publicly owned companies will be 
a constructive move in the education of the American people and 1 
building up their confidence in the securities markets. It should en- 
courage their increased participation in providing the $375 billion 
which it is estimated United States corporations will need for plants, 
yroducts, tools, and jobs required to build to the economic levels pro- 
yec ted for 1965. 

Senator Leuman. Mr. Funston, have you a copy of the bill before 
you‘ 

Mr. Funston. Yes, sir. 

Senator Lenman. I want to ask you the same question I asked Mr. 
Smith. That is, with regard to section 2, page 2, starting on line 12 
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the bill, which states certain exemptions. 
h regard to that / 
Mr. Funston. Well, with respect to the first two, we believe that, 
[ have indicated, there might be good reason for the committee to 
der making it $3 million and 300 for the reasons that I have 
n and will elaborate on if you wish. 


nator Lia HMAN, Among the classes ot exempt securities are bank 


ir. Funsron. Yes, sir. 

Senator Lehman. How many banks stocks are listed on the New 
York Stock Exchange ? 

Mr. Funsron. There are very few, sir. I think on our exchange 

ere are two bank holding companies listed, but by and large bank 
stocks are not listed on the organized security exchanges. 

Senator Leaman. Do you see any reason for exempting bank stocks? 

Mr. Funsron, My comments so far have been the official comments 
of the stock exchange, because we are commenting on the bill. I 
vould like to give you my answer to that question but on a personal 
basis, because our board has not considered specifically the question of 
the exemptions for banks. 

[ believe, as I have stated in my report, that the stockholders of this 
country’s publicly held companies are entitled to information and the 
protection afforded them by the 1934 act. I do not see any reason 
from their standpoint, with an act which is written to give them this 
protection, all publicly held companies’ stockholders, why they should 
not be entitled to that same protection and consideration in the case of 
bank stocks as in the case of any other kind of stock. 

| believe that insofar as they are regulated in the matters of those 
four sections—I mean to the extent they are now supplying informa- 
tion which would be called for under these four sections—the SEC 
ought to accept the information and the jurisdiction of the agencies 
that are already regulating them so that there should not be any dupli- 
‘ation, but there is precedent for that already in the SEC regulations 
as it relates to the railroads and the utility companies. 

Senator Leaman. Of course, one of the things that I consider im- 
portant in this bill is that the stockholders be apprised of security 
transactions of officers, directors, and 10-percent stockholders, and that 
real elections are carried on, and proxy solicitation. Which, of course, 
so far as the public is concerned, has not been the case in respect to most 
of the banks—or many of the banks in this country. I will not say 
most of them. 

Mr. Funston. I really do not know. I have not made any study of 
the extent to which banks issue proxy statements. 

Senator Leuman. Well, they certainly have elections, so that they 
probably do have some proxy solicitation. How broad that solicita- 
tion is ldo not know. But they certainly do not, in most cases that I 
know of, make any disclosure with regard to the compensation paid to 
officers and directors. 

Senator Busu. Will the Senator yield on that point? 

Senator Lenman. I willinaminute. Or with regard to the amount 
of the holdings of the stockholders and officers and directors or with 
regard to the transactions that are carried on. 

Mr. Funston. That is correct, sir. And to be very frank, I am 
aware of my own personal experience that that is not included gener- 
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ally in the bank proxy statements, because from time to time when we 
have solicited listings on the exchange they give that as a reason for not 
wanting to list—that they would have to disclose that information, 
which they think would not be in their best interests so to do. 

Senator Leuman. I referred in the hearing the other day to the 
procedure that is followed in some companies and made certain state- 
ments about the form—— 

Senator Bus. Will the Senator yield for a question on the point 
that he is talking about ? 

Senator Leaman. I will be very glad to. 

Senator Busu. Does the committee have any samples of proxy state 
ments of bank stocks on file so that the members could see them? We 
raised this question in the hearings a couple of days ago, and it comes 
up again as to what the banks do say in their proxy statements. If we 
do not have any on file, I suggest that the chairman might ask the staff 
to get three or four statements from New York, Chicago and, say, San 
Francisco banks, just to cover the country, so to speak, sO we can see 
what a typical statement looks like. 

Senator Lenman. We will be very glad to do that, of course. I 
think the suggest ion 1s good. 

I want to refer again to a comment which I made at the last hearing 
as to the form of the proxy, the hearing in 1950. One of the witnesses, 
a Mr. Loss, who was connected with the SEC, in talking about the 
form of proxies, made the following statement : 

In one case it came to our attention the form of the proxy appeared on the 
back of the dividend check so that if you endorsed your check you gave a proxy 
unless you said, “I don’t want this to be a proxy.” That lawyer, of course, well 
earned his fee. But if this bill passed, needless to say, that wouldn’t be done 

That was at a hearing of a subcommittee of the Committee on Bank- 
ing and Currency on S. 2408, which is very similar to this bill. 

Mr. Funston, you stated that since 1926 the exchange has not listed 
any nonvoting stock and that recently it has adopted a policy under 
which any issuer desiring to list shares on the New York Stock Ex- 
change must agree to solicit proxies. I know there is no close analogy 
‘tween what we are seeking to do in this bill and the listing of stoc ks 
yn the New York Stock Exchange. Of course, you may have require- 
ments that are much more severe than what we are suggesting or is be- 
ing suggested in this bill. But you do require an undertaking by the 
issuer to agree to solicit proxies ? 

Mr. Funston. Yes, sir. This bill as you have just said provides 
that in the event that a company decides to issue proxy statements 
the proxy statements have to follow a certain form and have certain 
information. We go beyond that. Ninety-six percent of all the com- 
panies listed on the stock exchange do solicit proxies, and we have 
only listed one new company in the last 5 years that did not agree 

. part of the listing agreement to solicit proxies. We have a Tule 
now that we will accept no new ones unless they agree to solicit them. 

Senator Lenman. I think that is a very wise rule of the exc hange. 
Do you feel we should compel all publicly held companies to solicit 
proxies ? 

Mr. Funsron. Well, I am not prepared, sir, to go that far. I just 
have not studied that question. What is best for us may not be best 
in the public interest in other segments of the economy. 


he 
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Senator Leuman. Are there any insurance companies listed on the 

w York Stock Exchange? 

Mr. Funsron. Yes,sir. 1 believe there is one. 

Senator Leiiaman. Just one? 

Mr. Funsron. My associates say there are two. 

Senator Leaman. Well, it is a fair statement that there are very 

we 

Mr. Funsron. Yes, very few. Yes, sit 

Senator Lenman. Do you see any reason why insurance companies 
should be exempted from this ¢ 

Mr. Funsron. 1 would say that the comments that I have made 

vith respect to the banks would apply to the insurance companies. 
I believe that the insurance companies do have very extensive infor- 
mation which is available for the public to seek out in the insurance 

commissioner's office of each State and that that information is avail- 

able and is much more extensive than in the case of the banks. I am 
not sure of that. But, of course, I think that if a bill is written for 
protection of the investor, to make it possible for the investor to get 
served up to him certain information without his having to go looking 
for it, and if that is the intent of the bill, 1 think it ought to apply to 
all publicly owned companies. 

Senator Lenman. Isn't it a fact that the insurance companies are 
subject. to at least 48 different jurisdictions—at least that, 1 presume, 
and that number would be increased by the Territories. That they 
may be regulated under completely different rules of procedure even 
with regard to the character of the investments that may be made? 

Mr. Funsron. Well, sir, yes; 1 believe that that is true with respect 
to the laws in the different States. They vary according to the invest- 
ments and so on. But it is my impression, and I am not sure of this, 
that the 48 States have more or less collaborated on a regional basis, 
and they all work together, so that from an information standpoint 
that is submitted to the regulatory authorities I would say that is 
fairly standard throughout the country. 

Senator Lenman. There is no question at all about it that there is 
good cooperation between the insurance commissioners of the different 
States. 

Mr. Funston. Yes, sir. 

Senator Lenman. But I know there are very great differences with 
regard to the character of investments that may be made. 

Mr. Funston. Yes, sir. Definitely. 

Senator Lenman. I mean the list of legal investments in New York 
may be entirely different from that of Arizona or Connecticut or 
California. 

Mr. Funsron. Yes, sir. 

Senator Lenman. So that there is no uniformity. At least in the 
case of national banks there is uniformity in the rules laid down by 
the Federal agencies. There is no uniformity as far as I know—— 

Mr. Funston. The States, of course, do not come under any Fed- 
eral jurisdiction. 

Senator Lenman. Senator Fulbright ? 

Senator Futsricut. I have just one or two questions. Mr. Funston, 
since these companies prepare this information—insurance companies 
and banks and do report it to certain agencies, why would it be 





1092 STOCK MARKET STUDY 


any great burden on them to report to the SEC and make it available 
in a more uniform manner ? 

Mr. Funston. Well. sir, I just do not feel that I can speak on behalf 
of the banks and insurance companies, because I have not studied it 
from their position. I just do not believe I could answer. 

Senator FutsrienHr. Why do you think so few are listed on the New 
York Stock Exchange? Only two insurance companies you said- 
out of how many? Hundreds? 

Mr. Funston. I would guess that there are about 1,500 stock life 
companies, stock casualty companies. I am just guessing. Of course, 
of the banks, there are about 15,000. There are many more of those. 

I know, in all frankness, in connection with the banks, one of the 
reasons why it is difficult for us to get them to list is because they do 
not wish to come under these sections here of the SEC, which they 
would automatically have to if they were listed. 

Senator Funsrient. Why don’t they want to come under it? Why 
would it be any burden on them? They must have told you. 

Mr. Funston. Well, I think that any businessman is reluctant when 
they have to deal with another Government agency. They fear prob 
ably more than is warranted—but nevertheless I can understand their 
fear—that there are just that many more forms to fill out, that many 
more jurisdictions to come under. 

I know some of the banks worry about the necessity of having to 
disclose the top salaries of their top officers and the holdings of all of 
their executives. 

There are just a whole lot of reasons. and I do not believe that I 
can do their side justice in explaining the reasons for it. I will say 
this: that with respect to the banks the fact that they are not under the 
act does make it hard for us to get them to list. They undoubtedly 
have other reasons too that they have in mind. 

Senator Fuiericur. Do some of these banks have large numbers of 
stockholders ? 

ir. Funston. Oh, yes, sir. 

Senator Fuisricur. Give an example of some of the New York 
banks. How many stockholders ? 

Mr. Funsron. Well, it runs well up into the thousands. My asso- 
ciate, Mr. West, says 25,000 to 50,000. Many of them, of course, the 
bi gger banks, do a very fine job in reporting through their proxy 
statements and keeping their stockholders advised. 

Senator Futsricutr. Well, what I am interested in is this: If they 
do this fine job which we are told they do, then what difference does 
it make to require this rather nominal, maybe an empty gesture, of 
making those reports to the SEC? They would not have to prepare 
any additional information. All they would do is buy a 3-cent stamp 
and send it down to the SEC. 

Mr. Funston. Senator, all I can say is I think you ought to get 
that information from the banks, but I do know this: One reason is 
they have enough troubles coming under other areas of the Govern- 
ment regulatory bodies, and they ‘don’t want to add a new one. And 
I don’t blame them too much for that. 

Senator Lenman. Will the Senator yield ? 

Senator Futsrieur. I yield. 

Senator Leuman. I wonder whether the Senator remembers that 
within the last few days a bill was passed in the Senate wiping out a 
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provision of law which had existed for 22 years which gave minority 
stockholders the right to invoke cumulative voting in order to get some 
minority representation. The banks were very anxious to do that, 
ind the great argument that was raised on the floor was that it would 
be a calamity if there was a divergence of opinion among the directors 
of a bank, that they must have a happy family with no questions 
raised, that no differences of opinion should be permitted to arise. 
I am sure that the Senator must remember that because he took part 
in the debate. 

Senator Fursrieur. I do remember that. It has, it seems to me, a 
very remote connection with the provision requiring the revelation of 
information to the public or to investors. That is a substantive mat- 
ter as to the wisdom of proportional representation. We argued about 
that. I think your great city for a long time had cumulative voting 
n the election of your city council, but ‘after a trial period of several 
years you abandoned it as an impractical way to run the city of New 
\ ork. 

Senator Lenman. Oh, I recall that, and there were many instances 
to which you could point showing that the plan of proportional rep- 
resentation in the city of New Yor k would not work. 

Senator Futsrient. That is what cumulative voting is. 

Senator LenmMan. There was not a single instance given where the 
banks had been harmed or would be harmed. It was simply in my 
opinion a desire of the banks not to disclose certain matters in rela 
tion to the administration of banks. 

[ want to make it clear I am not reflecting on any bank director 
because I think they are a fine group of people. 


Senator Futsrient. I do not think that had anything to do with 


isclosure. That is all that is in here— 
to investors. 
The point I am trying to make is that banks already, we are told, 
make all this information available to bank authorities in each State 
or to the Federal Government or both. Why would they object to 
making it available to the SEC and to the investing public ’ . 

[t seems to me that if they have gone that far and necessarily go 
that far under existing legislation, this would be a minor burden to 
hem to say, “We'll go ahead and make it available to the SEC also.” 

[ do not know. We get our information where we can. If you do 
ot wish to elaborate, it is all right. We will have some bankers 


-to make information available 


here. 

Mr. Funston. Sir, I feel it would be presumptuous for me to try to 
vive the banks’ viewpoint, because I think they can do it much more 

ably than I. The only question that you asked me was whether in 

y opinion I thought that the banks should be included in this, and 
I have tried my best to answer that. 

Senator Fursricntr. You think they should? Both banks and 

insurance companies? Is that it ¢ 

Mr. Funsron. Yes, sir. 

Senator Futsricut. Well, that is the main thing we want to know. 
You also think the $5 million is a little high ? You would like $3 
million and 300 stockholders ¢ 

Mr. Funston. Yes, sir; I think so. I think that it is very hard to 
be too categorical about that. 
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Senator Futsricur. I might suggest to you that since that was the 
former bill, that got nowhere, maybe one of the reasons why it 
500 is because there is a little bit of a chance of passing it. 

Mr. Funsron. Lam in no position to judge that. 

Senator Futsrient. That is all. 

Senator LeumMan. Senator Ives? 

Senator Ives. Yes, Mr. Chairman. 

lam glad to see you again with us, Mr. Funston. 

Mr. Funston. Thank you, sir. 

Senator Ives. In the first place, I rather think we are going to have 
a little difficulty in working out a definition of what might be called 
an equity security. It looks to me as if somehow we are going to have 
to manufacture one or devise one. I would like to get your defini- 
tion of what you consider to be an equity security. 

Mr. Funsron. Well, I think that it is very clear that for the pur 
poses of our discussion here it is defined in the act, as Senator Ful- 
bright read. It is defined in the act at the present time that it is 
a preferred stock, a common stock, a warrant, a right, or a convertible 
security, which I would take to mean a convertible bond or a con- 
vertible preferred. I would urge you that any changes that you make 
m that for the purposes of this amendment you also make in the basic 
act. 

But I think when we talk about it generally at the Exchange, when 
we talk about equity securities, we mean preferred and common stocks. 
One of the difficulties in this whole area, and why we say make it 
equity securities rather than just securities, is that with respect to 
bonds, whoever has the bond owns it. In other words, they may not 
registered in the name of any owner. With respect to preferred and 
common stocks you can tell how many owners there are because they 
are registered. You cannot with bonds. 

I must admit that if you have the definition of equity securities 
under the act include convertible debentures, I do not know how you 
would find out how many owners there were of those debentures for 
the purpose of the 300 or 500 stockholders. It would be rather difficult 
to do. Of course, once they are converted, then you know. 

* Senator Ives. Well, would you like that kind of definition put in 
this particular act? 

Mr. Funston. Yes; that is why in my remarks I suggested that 
“equity securities” be substituted for the word “securities. 

Senator Ives. I know you did, but would you like that particular 


definition that is now in the present act? Would you like that put 
in this one? 


Mr. Funston. Well, I 

Senator Ives. That is not your own definition of an equity security. 

Mr. Funston. No; it is not. 

Senator Ives. That is what I am trying to find out—what your 
definition is. 

Mr. Funston. I would say for the purpose of this act that it would 
be better to leave out the convertibles. 

Senator Ives. And the warrants and rights? 

Mr. Funston. Well, I—— 

Senator Ives. What equity is there? 

Mr. Funston. Well, there are, of course, means 


1 S 
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Senator Ives. Until they are exercised they have no equity 

Mr. Funsron. I would say there was probab ly—and I do not know 
he answer to this some good reason for ine ludi Ing them in the over- 

ll act originally. 

Senator Ives. That may be, but, after all- 

Mr. Funsron. I just do not know. 

Senator Ives. That is not the problem which we are faced with here. 
We do not want to get something in here that is going to be a stumbling 
block. 

Mr. Funston. Without having studied the matter carefully, I would 

say for the purpose of this part of the amendment that it ought to be 
defined as preferred and common stocks, but that it is terribly im- 
portant that, if for the sake of this amendment you change it, you 
ought to change it in the whole act. What the repercussions would be 

of changing that definition with respect to other segments of the act 
[ just do not know. I think you would have to study it pretty care- 
fully. 

Senator Ives. Then your feeling is that that which is now in the 
existing act should not be placed in this bill or in this act ? 

Mr. F unston. Well, I think it would be hard to determine whether 
a company would meet the three or the five hundred qualification as 
long as one of the definitions was a convertible bond. That is such a 
small area that maybe for a practical administrative purpose it would 
not be too import unt anyway. I donot know. But it would be hard 
technically to say whether there are 300 or 500 owners as long as part 
of the owners were defined as convertible bond owners. 


Senator Ives. You feel then it might be unworkable in this to that 


extent ? 

Mr. Funston. Well, it might. I think it is something that would 
require further study. It poses a problem that ought to be resolved. 

Senator Ives. I will not belabor the question. I would like to raise 
another question. 

Senator Leuman. May I ask do you see any equity at all in war- 
rants until they are exercised ¢ 

Mr. Funston. I do not understand that, sir. Do I see any—— 

Senator Lenman. Well, the fact that a certain number of warrants 
are outstanding does not constitute any equity, any equity helding, 
any equity asset. 

Mr. Funston. In other words, the question you are asking me is de 
I see at the present time any excuse for including warrants in the defi- 
nition of equity securities ¢ 

Senator Leaman. Right. 

Mr. Funston. I can’t answer that, and I do not know whether my 
associate, Mr. Rosenberry, would be prepared to attempt an answer 
or not. 

Mr. Rosenserry. Well, if you have a warrant giving you the right 
to buy a stock worth $100 on a payment of $1, it may be said that you 
have an equity interest in the corporation even though you have not 
exercised that right. I think it issomething that needs further thought. 

Senator Lenman. That is of interest to the man who holds the war- 
rant, but this discussion has come up because there is a limitation in 
this bill with regard to the assets and with regard to the number of 
stockholders. The desire is to define what constitutes equity securities. 
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As far as the company is concerned, I do not see that there is any equity 
security at all involved in a warrant until it is exercised. It may be 
a valuable asset to the man who holds it. 

Mr. Rosenserry. I would think for the purpose of the bill, if it is 
merely something there for classification purposes, you might count 
the number of common-stock holders, perhaps add the number of pre- 
ferred-stock holders, perhaps add the number of registered convertible 
debenture holders. You could take any number of tests. 

Senator Funsrieut. Mr. Chairman, may I suggest that the legal 
experts of the exchange submit a memorandum of recommendation on 
this point to the committee, because you have experience and back 
ground in the field. 

Mr. Funston. Right. 

Senator Futsrieut. I would like to suggest that you consider using 
the words “registered stockholder” in order to make it positive that 
you limit it by those registered on the books. 

Mr. Funston: Yes. 

Senator Futsricut. There may be, of course, some that overlap, but 
that way it is very definite if it is a registered stockholder of the re 
spective companies so that we exclude these floating rights that ma) 
be around. There is no way for a company to know really in man) 

cases what they are, I think, or who has them at least, whether they are 
in the hands of 500 or only 200. They may know how many are out 
standing, but they do not know how they are divided among the respec 
tive owners unless they are registered. 

So it seems to me we have got to have some limitation in the way of 
registration with the respective companies. 

I would like to have a memorandum from those who are in this busi 
ness. 

Senator Busu. But what is the Senator’s reference to? Is it section 
2 (B) there? 

Senator Futsrient. For purposes of this act that the securities 
holders be registered stockholders in order to ascertain whether there 
are 500 or not. 

Senator Busu. You eliminate then all bondholders from considera- 
tion ? 

Senator Fuxierieut. I would, yes, sir, because bonds are normally 
and in many cases not registered. You do not know how many own 
them. 

Senator Busu. That is right. 

Senator Futsrient. You would have uncertainty. What we are 
seeking is certainty. 

Senator Busn. But on the other hand, if the Senator will yield, you 
might have a company where more than two-thirds of the security 
holders were bondholders rather than stockholders. 

Senator Futsrientr. That is correct. You could have. 

Senator Busw. And the question of disclosure would be just as im- 
portant to the bondholders as to the stockholders. 

Senator Futsricut. You could have, but the normal situation here 
I think would be stockholders, the ones that have bought and sold. I 
think stocks are usually bought and sold in an exchange in a more 
eareless way, we'll put it, than bonds, if that is a proper way to use 
it. I only offer this as a suggestion, but I do think it is important we 
get something definite. 
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Senator Lenman. I do too. Will you have such memorandum pre- 
pared ¢ 
- Mr. Funston. Yes, sir. 

Senator LeHMAN. Senator Ives has the floor. 

Senator Ives. Mr. Chairman, in line with Senator Fulbright’s ques- 
tions, it seems to me we would do well to get the ideas of some other 
groups in the country like the investment bankers, people of that 
kind, as to their thoughts with regard to what an equity security is. 

Senator F uLBRIGHT. “Surely 

Senator Ives. Maybe out of it all we can evolve something. 

I have a couple of more brief questions to raise. On page 4 you 
say. 

Since 1926, the exchange has not listed any nonvoting stock. 

Mr. Funston. Yes, sir. 

Senator Ives. I suppose you mean by that listed the stock of any 
ompany whose common shares are not listed on the exchange and 
whose common shares are voting shares, because you have preferred 
shares listed on the exchange which are nonvoting of course. 

Mr. Funston. That is right. 

Senator Ives. That is what you mean; is it not ? 

Mr. Funston. Yes; common shares. Most of the preferred shares 
listed on the exchange do have voting rights in the event that some- 
thing happens in the company. 

Senator Ives. In the event that something happens? 

Mr. Funston. Yes, sir. But this was just referring to common 
stocks. 

Senator Ives. That is what I thought you referred to. 

Finally I would like to raise this point. Assuming this bill were 
to be enacted into law, the number of stocks listed on the stock ex- 
changes of the country, all the exchanges, would probably increase, 
would it not ? 

Mr. Funsron. Yes, sir; we believe so. 

Senator Ives. And the business of the exchanges to that extent 
would increase, would it not ? 

Mr. Funston. Yes, sir. 

Senator Ives. That is what I thought. But I am not in any way 
riticizing even by indirection. I think it is very legitimate. It is 
perfectly all right. 

Mr. Funston. I think I was very frank in pointing out in my state- 
ment that 120 companies were all that would meet the requirements 
of our exchange, the minimum requirements, and that there are many 
reasons why toa great many of those this bill would not be an induce- 
ment to list. Of course, that does not include the banks. In that 120 
figure I did not include any banks. 

With respect to the regional exchanges, if it is $5,000,000-500, we 
figure there are about 1,300 that would be eligible. 

Senator Ives. Thank you, Mr. Chairman. 

Senator Lenman. Senator Bricker? 

Senator Bricker. No questions. 

Senator Lenman. Senator Bush ? 

Senator Busu. No. 
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Senator Leaman. I want to ask you one more question. We, of 
course, are considering this question of proxies as a very Important 
part of this bill. You testify on page 4: 

Since 1926. the exchange has not listed any nonvoting stock. Recently it | 
1 


. . ; tr + ? j ie ‘on } } s 
dopted a policy under which any issuer desiring to list its shares on the Ne 


York Stock Exchange must agree to solicit proxies. 

Mr. Funston. Yes, sir. ; 

Senator Lenuman. So it is very evident that you consider that 
very important part of the listing provisions, the listing condition 

Mr. Funston. Oh, yes; definitely. 

Senator Lenman. I have no doubt that it follows the regular ph 
losophy which was adopted after careful consideration. Can you tell 
us why you consider that so important ? 

Mr. Funston. Yes. We believe that not only should the stock 
holders of a company be given full information but that they should 
be encouraged to play their full part in exercising their responsibility 
as well as their right as stockholders to vote for the management and 
directors of a company. So we believe that it is a good practice, at 
least for the companies that are listed on our exchange, for the stock 
holders of those companies to have it made easy for them to vote, not 
to have to go to the annual meeting in order to vote but to be able to 
have a proxy, send in a proxy, and vote that way. 

Four percent of the companies on our exchange presently do not 
actually solicit proxies, but at every chance we get we urge them to 
do so, and we will not list any new ones unless they agree to. 

Senator Lenman. Thank you very much indeed. Your testimony 
has been very useful. 


(The following was received for the record :) 


NEw YorK Stock ExCHANGE, 
New York 5, N. Y., July 21, 1955 
Hon. Hersert H. LEHMAN, 
Chairman, Subcommittee of Committee on Banking 
and Curreneu, Senate Office Building. Washington, D. C. 

My Dear Senator LEHMAN: During my appearance before your subcommnit 
tee, you asked us to submit any suggestions we may have in relation to the defi 
nition of security holders, and the inclusion or exemption of foreign issues, and 
the following is submitted in an effort to be helpful. 

The term “equity security” is defined in the Securities Exchange Act of 1934 
to include convertible securities and warrants which may be in bearer form, and 
it would not appear to be appropriate under these circumstances to hold a com- 
pany responsible for information which would be impossible for them to obtain. 
Accordingly, it is suggested that for the purpose of definition in the bill, the term 
“security holders” be limited to direct or indirect holders of common and pre 
ferred stocks. 

The term “registered” is omitted from the above suggestion because of the pos- 
sibility that some company might try to use stock in bearer form. Also, indirect 
holdings through nominees should be considered, since it appears that it would 
be entirely practical for a company to make this determination through inquiry 
of banks and brokers, and it would avoid the possibility of a company de- 
positing stock with a bank and then issuing receipts therefor. The Securities 
and Exchange Commission could determine the date which should be used each 
year by a corporation for the purpose of determining the number of holders. 
This could possibly be the record date for the annual meeting, at which time 
they could inquire of banks and brokers the extent of the indirect holdings in 
order to determine whether or not they need comply with the law the following 
year. This would seem to be an appropriate date because they normally would 


furnish proxy statements to brokers, banks, and others for forwarding to bene- 
ficial holders. 
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Che bill contains a provision permitting the granting of exempt s by 
SEC in respect of foreign issuers. This provision Should be retained in $ 
ent form It would seem that the failure of ’ exempt 
en issuers is based, at least in part, upon a recollection of the sad expe 
es of American investors with regard to the securities of foreign issuers in 
e past, particularly where adequate information was not available But en- 
emenut of a requirement that foreign issuers register would in most tances 
impossible. Accordingly, it would appear that the provisions of the present 
placing the matter in the hands of the Securities and Exchange Commission 
der their powers of exemption referred to above present the most satisfactory 


ay of meeting the problem. It is accordingly recommended that no change be 
ade in the bill in regard to this provision. 
if I can be of any further assistance in this or other matters connected there 
. please do not hesitate to call upon me. 

Sincerely yours, 


G. Ketrn FUNSTON 

Senator Leuman. The next witness is Mr. Ewing T. Boles, presi 
ent of the Investment Dealers of Ohio. 

Mr. Boles, do you have a prepared statement ? 

Mr. Bours. I do, sir. 

Senator LenmMan. I wonder whether you desire to read it in full 

whether you can possibly give us your views in more or less con- 
densed form. We have several other witnesses. 

Mr. Borrs. Yes, sir, Senator, I would be happy to try to brief it. 


STATEMENT OF EWING T. BOLES, PRESIDENT, INVESTMENT 
DEALERS OF OHIO, INC. 





Mr. Boxes. First of all, I would like to say that we greatly appreci- 
ite your courtesy in granting our request to be heard. T would like 
o make a statement regarding the Investment Dealers of Ohio, Inc. 
They are made up mostly of small dealers throughout Ohio who have 
a close knowledge and understanding of the problems of small busi- 
ess. We believe also that they are quite representative of all of the 
onal dealers throughout the Nation and have that sort of contact 
and understanding of small businesses. 

My name is Ewing Boles, and with me is Mr. John Christianser, 
‘counsel. I am appearing in behalf of the Investment Dealers of 
Ohio, Inc., of which I am president. This organization is made up of 
investment dealers doing business in Ohio. The list of some 69 mem- 
bers is attached to this statement. 

One of the members of the Ohio Co., Columbus, Ohio, of which I 
am president. However, it is principally in behalf of the Invest- 
ment Dealers of Ohio, Inc., that I make this statement. 

Prior to my discussion of the merits of the proposed legislation, 
let me state my understanding that S. 2054 was not caused by any wide 
public outery against or condemnation of the over-the-counter markets 
or the financing of small business throughout the Nation. This bill 
is substantially ‘the same as 8, 2408 on which hearings were held by the 
Senate Committee on Banking and Currency in 1949 and 1950 and 
on which no action was taken. Thus, it is my conviction that the 
mll is a revival of legislation introduced some 5 or 6 years ago. 

At that time S. 2408 (generally known as the Frear bill) was intro- 
duced at the suggestion of and had the active backing and support of 
the Securities and Exe hange Commission. It is my understanding 
that S. 2054 was not introduced at the suggestion of the Securities 
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and Exchange Commission. It is not, we believe, the proposed solu 
tion to any problem of large and current magnitude vitally affecting 
the public interest. 
Coming now to the merits of the legislation, we are interested in 
2054 bee ae Ohio is a State of many, many small industries which 
will or may be affected by the bill. My firm and other members of 
Investment Dealers of Ohio have supplied capital to these small in 
dustries in our State. 

This has been done by buying bonds, debentures, and stocks fron 
corporations and selling them to our customers. Our securities firms 
form a financial lifeline link between Ohio’s small industries and th 
thousands of investors whose savings make up the capital of Ohio’s 

maller corporat ions. 


s 


Jt would be our normal desire to encourage and support any neces 
sary additional protection for investors because they are our Cus 
tomers. At the same time we would feel it our duty and moral obli 
gation to oppose any unnecessary burden on our Ohio corporations, 
both for the protection of the corporations and of our customers, the 
shareholders. 

We believe that if our views are to be helpful to this committee we 
should state our position as directly and briefly as possible. 

Based on newspaper and other comments relative to the bill, as wel! 
as to its predecessor, 5. 2408, there apparently has been considerable 
confusion of the terms “securities” and “shares,” “security holder” 
and “shareholder.” For purposes of clear understanding, we wish to 
state our definition of the terms “shareholder” and “security holder.’ 

A shareholder is the owner of preferred or common capit ul stock 
and is therefore a part owner of the business. 

A security holder may be a shareholder, but the term also includes 
the holders of bonds, debentures, notes and other debt securities. 
Thus, “security holder” is a much broader term and includes persons 
who may only be a creditor of the business and may not be one of its 
owners. 

Generally, our comments with respect to the proposed legislation 
fall into two main categories. 

First, is there a real necessity that such a bill be enacted into law, 
that is, does it accomplish necessary safeguarding of investors in 
unregistered securities ¢ 

Second, if any necessity for the legislation does exist, what are the 
defects, if any, in the proposed bill and how m: iy the bill be improved 
to accomplish desired objectives? 

Let us first turn our attention to the necessity for S. 2054. 

As reported in the press, the stated objective of this bill is the sup- 
plying of financial information to shareholders. 

The underlying theme of those supporting the proposal to extend 
the powers and jurisdiction of the Securities and Exchange Commis- 
sion is that the legislation now before you will make the financial 
books and records of corporations available to shareholders. In this 
argument the proponents assume that such information is not now 
available to shareholders. 

Contrary to the assumption that the information is not now made 
available, it is respectfully submitted that, for the most part, financial 
information concerning their corporations already is available to 
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shareholders. In this connection it should be pointed out that as a 
prerequisite to the offering of securities in most States, there is a re- 
quirement for the filing ‘of substantial financial information with 
the regulatory authorities in those States. In addition the numerous 
State laws relating to securities, brokers, banks, and insurance con- 
panies enacted within the past 20 years require the filing of informa- 
tion which is available for shareholder examination. Furthermore, 
ve have been advised, reliably we believe, that it is the common-law 
rule, applied generally by our State courts, that every shareholder of 
. corporation has the right by reason of his proprietary interest to 
re and examine the books of such corporations at all reasonable 
imes and places and for proper purposes. 

Also, the statutes of most States provide specifically for the right of 
examination of books and records and many States require that annual 
financial reports be submited to shareholders. This is the case in the 
State of Ohio, where the statutes explicitly provide that every share- 
holder is entitled to receive annual reports and that all books of ac- 
count and other records of operations are open to shareholders at all 
reasonable times, save and except for unreasonable and improper pur- 
ses, 

We have found that similar rights of inspection of books and records 
are specifically granted by many States, including among others Ala- 
bama, Connecticut, Delaware, Lllinois, Indiana, Maryland, Massa- 
chusetts, Minnesota, New Jersey, New York, North Dakota, Ohio, 
Oklahoma, Oregon, South Carolina, South Dakota, Texas, Utah, 
Washington, and Wisconsin. 

We have also been advised that the statutory provisions relating to 
the right of inspection have generally been construed by the courts in 
substantial harmony with the purpose of these provisions, that is, to 
enlarge and expand the common-law right of shareholder information 
and inspection of records. 

In addition to the rights of shareholders to inspect corporate records, 
as provided by common law and the statutes of the several States, the 
statutes and constitutions of some States provide for inspection by 
other interested persons, including creditors. Furthermore, as we all 
know in cases where corporations issue debt securities to the public, the 
indentures under which such securities are issued ordinarily create a 
contract right of inspection of books and records by the holders of debt 
securities or by their representative, the trustee under the indenture, 
which is usually a bank or trust company. 

Because this bill would not create any new rights or privileges for 
and on behalf of shareholders, we believe there is no necessity for its 
enactment. It is our position that the pending bill, if adopted, will 
operate substantially to increase the work as well as the powers and 
jurisdiction of the SEC. 

Actually, this bill loads additional duties and responsibilities on an 
already overburdened Securities and Exchange Commission. It is a 
matter of general knowledge that the present Securities and Exch: ange 
Commission has been seeking ways and means of simplifying r: ather 
than complicating its work ‘and ‘administr ation, and has frequently 
stated that it has lacked staff to carry out all of its complicated and 
intricate duties. It has been the pleasure of the investment industry 
to do all it ean working with the Securities and Exchange Commission 
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.e Congress to bring about a further simplification, both for the 

fit of investors and for the benefit of the general economy. S.2 
ted in 1954, and providing for simplification of the offering ot! 
irities, 1s the most recent example of cooperative legislative accom- 
iment. In contrast to this progressive, helpful legislation which 
as in the public interest, it is our feeling that this bill imposes on thi 
SEC further intricate powers and responsibilities without providing 

ubstantial benefits to shareholders. 

In future considering the necessity for this legislation, we must an- 
ewer this question : What will the filing of voluminous and costly finan 

al reports with the SEC in Washington accomplish from the point of 
view of shareholders and other security holders / 

As desirable as detailed information may seem in the abstract, whe: 
it comes to practical application so far as shareholders are concerned, 
it has limited usage. It is even probable that such detailed informa 
tion is so involved and lengthy as to confuse rather than clarify the 
situation for the average shareholder. 

In fact, many who are familiar with what the SEC now requires 
to be presented to prospective investors in the prospectus required 
under the Securities Act of 1933, believe that such information is so 
voluminous and intricate that most investors do not even attempt to 
read it or assimilate it. 

The very volume and intricacy of such information defeats its pur 
pose—the informing of investors. 

We regret to report from our experience with investors that this 
criticism rests on solid ground. 

What is needed is not more information but a great simplification 
of the information that is presented to shareholders. Shareholders 
generally will not read long, involved statements, nor will they try to 
figure out intricate balance sheets. The average shareholder is neither 
an accountant nor an attorney. He is not familiar with many tech 
nical terms and phrases common to such reports. For this reason, 
it is now the aim of many progressive corporations to find ways and 
means of simplification of reports to shareholders. Indeed, each year 
it becomes apparent that corporation after corporation is vying with 
each other not only to simplify their financial statements, but to make 
them so attractive and eye-catching that they almost compel the atten- 
tion of the shareholder. 

[I would like to exhibit to the committee, if I may, some of the types 
of reports that I talked about. I will be glad to pass them and have 
you examine them to see what is going on in the field of corporations 
informing shareholders through annual reports. 

Furthermore, in recent years, and at an accelerated pace corpora 
tions have increased their efforts to make it easy for shareholders to 
know their company and its management better. — 

Of equal importance with the simplification of reports is the fact 
that many corporations are holding their year-end meetings in such 
places as are within easy access of their shareholders, and they are 
urging shareholders to attend such meetings and serving luncheons 
or refreshments as further encouragement for attendance. 

Certainly, the average shareholder could obtain, in an hour or so 
spent at such meetings, a much better idea of the management and 
direction of his company than he could ever attain by reading what 
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accountant and a lawyer would consider a well-detailed report 

is company. After all, there is no ingredient in a corporation more 
mportant than capable, honest, aggressive management. It is very 
lifficult if not impossible for a shareholder to size up management o1 
the basis of a proxy report or a year-end statement. 

(good management can change a poor statement into a good one 
ind a poor company into a prosperous one. Likewise, poor managt 
ment can convert the most beautiful financial statement into a shambles 
of debt and ruin in a comparatively short time. The emphasis should 
be placed on education of shareholders to know their company and 
tsmanagement better. And this is now the general trend. 

We will not obtain education with legislation prescribing the filing 

voluminous, costly, and intricate reports in Washington. sue h 

eports will add nothing to the information alre ady available to the 
shareholder and certainly will have no sex appeal for the average 
nvestor. 

In addition to the above-stated reasons why no necessity exists for 
his legislation from the point of view of investors, we wish to state 
that the bill, if enacted, will impose serious financial burdens upon 
small industries and endanger their existence. 

Senator Futsrigutr. Mr. Chairman, could I interrupt to ask 
juestion ¢ 

Mr. Boies. Yes, sir. 

Senator Futsrieutr. That is a question I have asked several other 
witnesses ; about the serious burden upon the industry. 

I understood you to say that most of these companies already filed 
these statements. Why would it be a burden if they sent the same 
statement to the SEC? 

Mr. bores. | have tried to point out, Senator, that the statements 
ind you will find it in my testimony here—which they do file which 
we consider adequate information to shareholders would obviously 

ot be the same type of information as required by SEC. It takes 

different form, and later in my testimony, I will cover the point of 
hy it takes a different form and why it would be conflicting. 

Senator Funsrienr. All right. 

Mr. Boies. Small businesses would be required to file registration 
statements with the SEC and to file annual, quarterly, and supple- 
mental financial reports. The preparation of these reports would 
not only tax the regular facilities available to these companies but 
would impose the added expense of retaining the services of addi- 
tional accounting and legal experts to interpret and carry out the 
ipplicable SEC requirements. 

In addition, if proxies are to be solicited for quorum or other pur- 
poses, it would be necessary to comply with the proxy rules which 
again would require the aid of high-priced experts. 

Senator Busw. Mr. Chairman, is that true that they have to’? If 
tney have to register, they have to file quarterly reports? 

Mr. Bours. Yes,sir. I think that is true. 

Mr. Wauxace. Mr. Chairman, at one point the SEC required quar- 
terly reports. 

Senator Busx. But I don’t believe quarterly reports are required 
by the SEC. 

Mr. Wauxiace. That is what I am saying. At one time, the SEC 
did require quarterly reports, but they do so no longer. 


1 
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Mr. Boxes. As I understand it, Senator, if I may say so, I think 
the present SEC Commissioners tried to get rid of the quarterly re 
ports because of the burden that it caused on industry and because of 
the burden of handling it. 

Is that not correct ¢ 

Senator busn. As long as he is on the point, I would like to inquire 
what is the requirement in that connection. They have to file a 
annual statement ¢ 

Mr. Waxiace. At the moment the semiannual report hasn’t gone 
through. That quarterly report was a gross earnings figure. It wasn’t 
a complete financial report. But they don’t require even that now. 
They went back to annual reports. But just recently, in the past few 
days, I think they have started a semiannual requirement. 

Senator Busn. Yes. 

Mr. Boies. We would be happy if the quarterly were struck out 

The cost of these additional services together with the printing ex 
pense involved, we estimate, would approximate $10,000 to $15,000 
per vear for even the smallest of the companies affected. 

Of still more vital importance to small companies than the cost in 
money is the danger of competition. As you know, many small com 
panies are operated in limited areas, frequently in competition with 
much larger stiaines having widespread operations and always o1 
the lookout for opportunities to expand and acquire small, prosperous 
competitors. 

Under the bill, the small companies will become fair game for an) 
unprincipled giants because the small companies will be required t: 
divulge to the general public, including all competitors, detailed 
formation concerning sales, costs, working capital and the like. And 

mall wees ae all of the stock of which may be held by a sing 
Sensils or by a few shareholders, will not be spared this threat if suc! 
companies have debt securities outstanding and publicly held. 

It is not an wicommon practice for larger companies to place mo 
advertising and their most attractive merchandise in areas where ae 
competition with small companies exists. Also price cutting is not ar 
uncommon practice in such competitive areas. 

If a giant corporation knows that a small aggressive competito1 
serving a limited area is at a given time weak in working capital o1 
has high overhead costs and low margins of profit, then the large 
corporation is at great advantage in knowing just how much economic 
pressure his small competitor can stand. With all the information 
that would be available in the SEC public files, it would be a simple 
matter for the big competitor to direct its pressure so as to make him 
want to sell or even put him out of business. 

In summary of our point concerning the danger to small business 
created by the proposed legislation, it is only necessary to note that 
there is a substantial difference in giving information concerning a 
company to a bona fide shi areholder thereof and the making of such 
information available in highly detailed form for friend and ‘foe alike, 
thereby endangering the very shareholder we seek to benefit. Many 
States have recognized this danger by providing protection to corpo 
rations and their shareholders against supplying information for un- 
reasonable and improper purposes. 
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Senator Leaman. I wonder whether it would be satisfactory to you 
to have the specific suggestions for amendment of the bill placed in the 
record instead of —— 

Mr. Boies. We have those here if you would like to have them, 
Senator. 

Senator Lenman. I know you have them here. What I am asking 
you now is whether it would be satisfactory to you instead of making 
these specific suggestions orally, reading them, whether it would be 
agreeable if these were placed in the record for study by our staff and 
by members of the committee? 

Mr. Boitrs. We would be happy to do so. We have covered only 
one phase of what I had to suggest, Senator, and I will be happy to 
do whatever you wish. 

Senator Leaman. I think your statement has been very interesting. 
| understand you are starting on the second part of your report, 
which covers specific suggestions for amendment of S. 2054. 

Mr. Bors. Yes, sir. 

Senator Lenman. We certainly should give very careful considera- 
tion to your suggestions for amendment. 

Mr. Botrs. Would you like to have me read those ? 

Senator Lenman. No; I was going to suggest we put them in the 
record if it is agreeable to you. 

(The amendments referred to follow :) 


PROPOSED AMENDMENTS TO SENATE BILy 2054 





(1) Amend lines 14 and 15, page 2, to read as follows: 

“(A) any issuer which has less than $10,000,000 in assets as shown upon the 
books of such issuer and determined in accordance with generally accepted ac- 
ounting principles recognized for federal income tax purposes ;” 

2) Amend lines 16 and 17, page 2, to read as follows: 

“(B) any issuer all the shares of which are held by fewer than one thousand 
persons 3” 

Notre.—The figures $10,000,000 in assets and 1,000 shareholders are suggested 
because, in our opinion, these figures more nearly indicate a possibility of public 
nterest and trading beyond the confines of a small area within a single state. 

3) Add new section (G) between lines 7 and 8, on page 3, as follows: 

“(G) any issuer whether or not it is engaged in interstate commerce or in 
usiness affecting interstate commerce if two-thirds (or other acceptable ma 
ority) of its shares are held within a single state.” 

(4) Bliminate the sentence commencing in line 14 and running through line 
17. page 3, reading as follows: 

“The Commission may so exempt any issuer, whether or not it is engaged 
in interstate commerce or in business affecting interstate commerce, if substan- 
tially all its securities are held within a single state.” 

Notr.—Amendments (3) and (4) provide intrastate exemptions as of right 
per suggestion at page 14 of Boles statement to committee. 

(5) Bliminate the paragraph in lines 17 through 20, inclusive, page 4, and 
substitute the following paragraph: 

“(6) The Commission shall not prescribe any rules and regulations relating 
lo the form and content of financial reports which are in conflict with those 
prescribed by any state or any authority or instrumentality thereof.” 

Note.—This will eliminate conflicting accounting requirements as suggested 
at pages 14 and 15 of Boles statement. 


Senator Busu. Mr. Chairman, I see what the chairman is after, and 
I am sympathetic to his objective of saving time, but I think this wit- 
ness is one of the few who has sort of opposed this bill. I would like 
very much to have him continue. 
Senator Lenman. I am trying to save the time of the committee. 
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Busu. I appreciate that, and I am very sympathetic, but 


inl s making a very interesting case here, and L would like hi: 
O pr cee a , 

Senator Leruman. Would you proceed ¢ 

Mr. Boies. Thank you, Senator. 

speci ic suggestions for amendment of S. 2054: We come now to 
consideration of the second general calegory. 

If a necessity for some type of legislation is deemed to exist, what 

e the detects, 11 any, in the proposed legislation and how may the bil 
be improved ¢ 

In this connection, we have a number of comments for your co1 
sideration. 

Most reports concerning the Fulbright bill chara¢terize the legisla- 
tion as applying to all companies having $5 million in assets or “more 
than 500 stockholders.” 

This characterization, we wish to call to your attention, is not entire 
ly accurate for the proposed legislation re fers to securities and sec urity 
holders not shares and shareholders and therefore any company hav 
ing debentures, bonds—that has been covered here, and our position 
is, Senator, that it should not cover the debt security holders but 
probably should refer to shareholders with stakes in common and 

preferred stock. 

Senator Busu. The figure of 500 you would let stand ? 

Mr. Bours. No; I think it is too small, Senator. Ido not think that 
that creates a public interest. 

Senator Busu. Are you coming to that, to a change in the figure 


JOO ¢ 


Mr. Borrs. Yes. We have in here a proposed recommendation for 
a thousand. We believe there has just been testimony ahead of us 
that to be on the New York Stock Exchange you have to have at least 


1,500. So I think we are shooting somewhere in which there would 
be public interest if that were true. 

Senator Futsrieur. How many of these companies in Ohio have as 
many as 500 stockholders, the ones you mentioned as being of particu- 
lar importance to you ¢ 

Mr. Boies. You mean shareholders—preferred and common share- 
holders? 

Senator Futsrieur. Yes, in Ohio. 

Mr. Boxes. I would not know that, Senator. I started to make an 
investigation of it, but it took much too long a time for the time I had 
to do it. But I would say there would be a great many in Ohio that 
would have that many. 

Senator Futsricur. Would it be around a thousand ? 

Mr. Botrs. I wouldn’t think it would be a thousand in the State of 
Ohio, but it probably would be 500 or more. 

Senator Fu.sricgut. Would be 500. 

Mr. Boies. I would guess. Again I have to guess, Senator. 

Senator Futsrieutr. Of those 500 which do not now make reports 
to the SEC—and you would have to exclude all those already covered ! 

Mr. Borrs. That is correct. 

Senator Fursrientr. You think 500 additional would be affected 
by this? 
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Mr. Borrs. Again I am guessing, and it really is of very little—lI 
would be very ha appy to make some kind of study and send it into the 
committee. 

Senator Futsricut. Whether or not it is important to you is im- 
portant to us. I mean Mr. Funston said they estimate some 1,800 in 
the United States. You say you estimate 500 in Ohio, which is better 
thana third of all of those. 

Mr. Borrs. Well, Ohio, as I have said in my testimony, has many 
small companies in that category, and I think they would have far 
more than the average State would have with that type of company. 


BROAD POWERS GIVEN TO SEC 


The bill specifically gives the power to the SEC to determine what 
s meant by “$5 million in assets” and by securities which are “held 
directly or indirectly by fewer than 500 persons.” Thus, the bill 
creates a very real uncertainty as to the scope of its operation. With 
the SEC empowered to define without restriction, will assets be valued 
at book or cost, or by SEC appraisal ¢ 

Will “security holders” be interpreted to mean persons holding in- 
directly so that a closely held corporation, with a loan from a bank or 
nsurance company having 500 or more security holders, will be sub- 
jected to the jurisdiction of the SEC? These matters are left by 5. 
2054 exclusively to the uncontrolled discretion of the SEC. We 
have no great belief that the SEC is now seeking any such uncontrolled 
discretion. 

At this point let us mention at least one danger which will be faced 
ey many small companies which may have total assets of $5 million 
but which may not be registered with the SEC because its securities 
are held by fewer than 500 persons. Assume, if you will, that a par- 
ticular corporation has $500,000 of bonds or debentures outstanding, 
with all its equity stocks owned by a few people, a not uncommon 
situation. 

We have gone on to discuss that and we reach the same conclusion as 
ome of the witnesses here that, of course, debt security should be ex- 
cluded in a definition of those companies coming under the jurisdic 
tion of the SEC 

We base this assumption in part on an earlier position. This, in- 
directly or directly, is the next part of the testimony. In 1946 ina 
report to the Congress there was a definition by the SEC that they 
considered, and I think that part of the bill would show that under 
the bill as it now stands many corporations would become subject to 
the SEC regulation and would not know that they were so subject. 


C JURISDICTION BASED ON SEC INTERPRETATION 


And again the bill gives to the SEC, in our opinion, far too wide 
powers, and there is no certainty from the standpoint of the corpora- 
tions where they would become subject to the bill or not. We, there- 
fore, think that the bill should be made more definite and certain. 

We come now to another important phase of it: No intrastate ex- 
emption is provided by it. Unlike the provisions of the Securities 
Act of 1933, there is no intrastate exemption provided for companies 
whose securities are held entirely by residents of the State of incorpo- 
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on. The bill provides that any company substantially all the 
ies of which are held within a single State may be exempted b 
She j ort. it is within the power and jurisdiction of the SE¢ 
determine whether or not it willexempt such companies. The ma 
ter of ‘xemption 1s permissive Ww ith the SEC and is not made availab| 
as of right as in the case of the Securities Act w here a spec ific exehip 
tion Is prov ided for the securities of a corporation distributed loc: all 
thin the State of incorporation. May we suggest the definite ex 
emiptio of any company ifa majority of its shares are held within 


nole State. 
ACCOUNTING METHODS MUST MEET SEC RULES 


Senator, we come here to the question which you asked, that in many 
States there are prescribed methods of reporting to State regulatory 
bodies, which prescribed methods would undoubtedly be in conflict 
with those prescribed by the Securities and Exchange Commission and 
would subject those companies to two methods of reporting or the pen 
alty of breaking the law in one case or the other 

Accounting principles recognized and approved by State authori 
ties, we believe, are adequate to protect all interested persons and the 
resulting financial statements may be more informative than state 
ments prescribed by the SEC. We suggest that the matter of account 
ing should be left to our State authorities so that our small companies 
will not be subjected to dual and conflicting regulations. 


POSITION SUMMARIZED 


In summary of our position, for the reasons we have stated we be- 
lieve that the pending bill will confer little or no advantage to share- 
holders since they are already entitled by law to all pertinent financial 
information concerning their corporations. 

As we have pointed out, the holders of securities other than shares of 
stock are protected by contracts requiring that financial information 

e made available for their examination. 

The filing of costly and voluminous financial statements in Wash 
ington, therefore, will not create any more protection for shareholders 
who have access to financial information at the home office of their cor 
porations. This will, however, make such information available for 
large competitors, to the Injury of small local industry and the detri 
ment of its shareholders. 

Small industry, we submit, is the backbone of the Nation and should 
be encouraged rather than discouraged and placed in grave peril. 

Based on our interpretation of the bill and its impact on the small 
business of this country, it is our firm conclusion that the bill should 
not be reported to Congress. It is our further view that if some bill 
must be submitted for consideration, substantial amendments should 
be made along the lines of the suggestions made in this statement in 
order to protect the interests of the industries and shareholders 
affected. 

Thank you, sir. 

Senator Lenman. Thank you very much indeed for appearing here. 
We will certainly give it very careful consideration. 

I just want to ask you one or two questions. 





On page 8 you said: 


all businesses would be required to file registration 
and to file annual, quarterly, and supplemental financia 
n of these reports would not only tax the regular fa 


,* 


Of course, We are hol cle aling | nere 1n tis oP eT ed D 1] 


isinesses. Weare limiti he reg juire ments of ‘this | vill to business 
ive assets of $5 million, and I personally would like to see those 
juity assets of 500 stockholders. I mean I don’t believe that 

iny of that character can be classed as a smal] business 

Mr. Botrs. Senator, I am sorry, but we think a $5 millio 
sarelatively small company. 

Senator Lenman. Do you? 

Mr. Boies. Yes, sir. Companies are growing much larger today, 
Senator, and a $5 million company is not a very large company. 

Senator LeHMan. I realize that, but that is testimony we have. That 
this bill if it is enacted and limited to $5 million and to 500 stockholders 
would affect only 1,200 companies. I believe that is the testimony 
given by Mr. Funston and others before us. 

Mr. Bortes. Well, I would like to make a study of that. I would 
take some exception to that statement. 

Senator Lenman. I don’t consider a company with $5 million of 
let assets a small company, but that is a matter of opinion. 

Then you say : 

In addition, if proxies are to be solicited for quorum or other purposes, it would 

» necessary to comply with the proxy rules which again would require the aid 
of high-priced experts. 

a course, it would be necessary to comply with the proxy rules, but 

don’t think that you are advocating a policy of denying to the stock- 
hol lers of a company the right to vote in an orderly rianner. 

Mr. Botes. No, we are not, Senator, and I think most of them now 
that do not have to comply do send out such statements, but they do not 
iave to hire these experts in order to compare them to be sure they 
are complying with law. 

Senator Leaman. Well, if you are going to have free and orderly 
voting by proxy, it seems to me that you have got to have certain regu 
lations and laws. Otherwise, it doesn’t mean anything. 

Mr. Botrs. Senator, I respectfully submit that I don’t know that it 
makes a great deal of difference when you send out such statements as 
I have shown here to your shareholders whether or not it is as compiled 
in accordance with SEC requirements. They have the information 
and they may vote. 

Senator Lenman. Well, apparently—I mean if I read your testi- 
mony correctly, you object to the necessity of complying w ith the proxy 
rules of the SEC. That is one of the purposes behind this bill, so as to 

ake certain that there will be a fair vote by proxy. 

Mr. Boxes. Sir, my position 

Senator Leman. The companies are not only to be little companies, 
but all companies. 

Mr. Boxes. I believe the shareholder is entitled to information, and 
I think they are getting it today. I think they have the right to vote 
ind they should know their company, as I have said in my statement. 
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But I don’t think you have to subject them to law to make them do 
what they are already doing. 

Senator Lenman. I don’t believe the *y are doing it In many cases. 

One other question. You state on page 9: 

Under this bill, the small companies will become fair game for any unprin 
pled giants because the small companies will be required to divulge to the genera 
public, including all competitors, detailed information concerning sales, costs 
working capital, and the like. And small companies, all of the stock of whic! 
may be held by a single family or by a few shareholders, will not be spared this 
threat if, sueh companies have debt securities outstanding and publicly held 

Well now, if we go through with the idea of limiting the provisions 
of this bill to companies with assets of $5 million and 500 stockholders, 
then it seems to me that your description of a company owned by ut 
single family or by a few shareholders is false grounds. 

Mr. Bors. That is correct, Senator. If that is amended according 
to the testimony, that objection is removed. 

Senator Bricker. Mr. Chairman, certainly $5 million of equity 
liability today is much less relatively spe aking than it was when the 
SEC Act was originally passed, isn’t it ¢ 

Mr. Bours. That is correct, Senator. 

Senator Bricker. There was evidently reason for the exemption 
of companies wholly owned within a State, where all the shareholders 
were Within a State, in the original SEC bill. 

In your judgment—and this is a legal question, of course, which 
am giving you to consider—where all the equity stock is held by stock 
holders within a State, does the fact that that company ise ngaged i 
making a product to sh Ip in mM terstate commerce @ive as a matter ot 

\ Loe right to Congress to put them under SEC regulations / 

Bours. I was fearful that under this bill they would be. Under 
the gin are not. 

Senator Bricker. I know under the act they are not. 

Mr. Borers. But under this bill I was fearful they would be. 

Senator Bricker. There was evidently a constitutional reason foi 

at in the he ginning, The question comes to me immediately whe 

the equity stock is owned in a State whether that is subject to the 

sdiction of the ¢ ‘ongress under the interstate commerce law simply) 
because a company is engaged in interstate commerce through its 
projects. 

Mr. Boxes. [t was just a fear on my part that that was the case in 
this bill, that this bill did cover that. I may be wrong. 

Senator Bricker. There is no question but that is what this bill 
does, but there is a question of law in my mind as to whether or not 
the Congress has jurisdiction in a situation of that kind. 

Mr. Bores. | nal | be happy to ask my counsel regarding that, if 
[can get his opinion. 

Senator Bricker. I would like that. 

Mr. Boies. Mr. Christiansen. 

Mr. CuristiANsEN. Well, I think it would be better not to get into 
the constitutional aspects, Mr. Boles’ objection to the thing, Senator. 
is from a practical point of view. The people that need the informa- 
tion are getting the information. 

Senator Bricker. I know that is true, but we have a legal question 
we have got to consider first because it is our duty to act within the 
constitution. 
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Mr. CuristTiAnseNn. That is right, and on that I think we would 
rather leave it to the gentlemen on the committee. The point that we 
tried to make—and we emphasize—is that the people who are entitled 

to the information now have it. 

In the case of the small companies, the companies that may have $5 
million of assets or even more than $5 million, if it is a closely held 
ompany because of the fact they have debt security which may be 

idely held, that company should not be required to give the infor- 
mation to friend and foe alike, to publish it with the SEC. 

Senator Bricker. You realize there is a question as to whether or not 
t amounts to interstate commerce which brings it within the purview 
\f the jurisdiction of the Congress. There must have been some rea- 

for that exemption within the original act. I haven’t gone into 
the debates to find out whether or not that was the motive. 

Mr. Curisriansen. Of course, we think that same reason is legiti- 
iate here and should be extended to this situation. We see no reason 
for applying a different theory at this time to get the little companies 
when the big companies were excluded. 

Senator Bricker. You approach it from a practical point of view, 
and we have got to consider a legal point. 

Mr. CuristiAnsen. That is right. 

Senator Lenman. Are you through, Senator / 

Senator Bricker. That is all. 

Senator Lenman. Senator Fulbright. 

Senator Futsrieut. Do you know of any company with as many as 
500 shareholders who all are within the same State, Ohio, or any other 

State ¢ 

Mr. Borges. Well, I don’t know that I can cite them offhand. I can 
tell you of many companies that have 500 shareholders, the vast ma- 
jority of whom are in the State. One or two people may move to Cali- 
fornia or Florida. Older people migrate in that way. But the vast 
majority of their stock, we find, of Ohio corporations is held within 
Ohio with a few scattered shareholders who may have moved away. 

Senator Fursricur. And those companies have as many as 500 
shareholders ? 

Mr. Borrs. Yes, they have as many as 500 shareholders. 

Senator Futsriecur. They are not now registered on any exchange? 

Mr. Borers. And are not now registered on any exchange. 

Senator Fursricur. I was curious about some of these companies. 
Take American Marietta. It has 10,600 shareholders. Is that not 
listed on any exchange. 

Mr. Borrs. No. It is not; and I know of no company that goes to 
more trouble to try to get information to its shareholders. It goes 
around the country holding meetings inviting everybody to attend and 
telling them about their company than the American Marietta Co. 

Senator Fursrigur. Do you consider that a small business? 

Mr. Botrs. I do not. 

Senator Fursrieut. You do not. 

Mr. Borzs. I am citing that as an example of an unlisted company 
that is doing a relatively —well, they are just doing a marvelous job 
of infor ming their shareholders. But the other companies in there, 
[ think you will find most of them are small Ohio companies that 
come within—I am trying to cover the field more or less of the un- 
listed companies as examples. 
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Senator Funsriecut. I would call that a big company. 
Mr. | Boxes. It isa big company. It has got a lot more than $5 n 


lion of assets, Senator. 
Senator Funtsricnutr. It has $29 million? 


Mr. Bores. Yes, sir. That is a relatively good-sized company, v 
think. 

Senator Futsricut. I would say the object of this bill is to get a 
lot of companies that do not live up to their responsibilities, like 


American Marietta. to do likewise. 

Mr. Borers. We think that company after company is doing that, 
Senator. We don’t think you have to legislate. 

Senator Futsricur. We are not worried about companies that ar 
doing it. What would vou do, if anything, about some of these— 
well, fly-t night companies that use all the methods of modern per 
suasion as sell uranium stocks that are worthless? Would you do 
nothing about them, or would you try to do something about them ? 

Mr. Borers. Something has already cig done about them, Senator. 
In practically every State that I know of, they have to register th 
securities. Under the Securities or Exchange Act, with the regula 
tion, the \ have to present a prospectus. A prospectus has to be used. 

I think that many things have been done to try to bring those in, 
but you can’t always legislate, Senator, as you well know, against the 
very few in the field who are crooks. That is almost impossib le in 
anything. 

Senator Futsrieur. If all of them were as honest and as well run as 
American Marietta, we never would have needed the SEC, would we? 

The real reason why we have some of these regulations is to protect 
the public against the unscrupulous ones, not against the honest, well- 
run ones. That was the real excuse for it in the beginning, w asn’t it? 

Mr. Bores. That is correct, Senator. But we think the State laws 
for the most part do that, coupled with the Federal laws we already 
have. 

Pardon me. If I may add this: It really is true that corporation 
after corporation is anxious to get their information out to their 
shareholders. It is a progressive thing and is going on. There isn’t 
any question about it, Senator. 

Senator Fursrient. Well then, if I understood you correctly, in 
view of that attitude and the fact they are doing it, your only real 
quarrel is the nature of the report required by the SEC; ; you think it is 
too complicated. 

lf we could provide in this bill that these reports be simpler, more 
easily gotten up by the accountant, would that meet your principal 
objection ¢ 

Mr. Boies. It would help a lot. I am not going into the act itself, 
but it would help all down the line in the act if it was greatly simplified. 

Senator Futsricur. Well, the character of those reports is really 
now determined by the regulations of the SEC. 

Mr. Bors. The reports made to the SEC are definitely 

Senator Futsricur. So what you are really recommending is that 
the reports be simplified, is that correct ? 

Mr. Boxes. Well, I don’t see any particular need for legislation to 


put companies under certain burdens of doing things which are not 
necessary. 
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| other words, lL do not see The need lr iaw (O Thake compa 
il they are progressive ly dol ne can understand why 

Senator Futsricur. No, I don’t either; and if it should appeat 

ey all are, obviously there should be no such bill. 

| am sure you were wondering why this bill was introduced and 

Vv it wasn t recommended by the SEC. It was recommended 

le witnesses who appeared during the hearings about 2 or 3 months 
o. That was the origin of that bill. There were a number of them 
» objected to—they call it the double standard. It was referred 

»as the double standard here this morning. 

Mr. Boies. Yes, Senator. 

Senator Futsrienr. But if I understand you correctly, rather than 

wt this bill, we ought to repeal the SEC, is that right ? 

Mr. Boies. In part, 1 think you would be doing all right if you 
simplified it as we suggested this be simplified. 

Senator Futsricur. If they are already doing these things you say 

iey are, I see no need for the SEC. 

Mr. Boies. Senator, we don’t think there is a double standard. We 
think the securities that are listed on exchanges have certain privi- 
eges and certain rights and they voluntarily submit to that because 
they want their securities listed. These companies do not want the 
securities listed and they don’t have those rights. 

[ think what was testified here and the testimony that came in at 

‘ hearing was made, I think, on behalf of stock exchanges. I think 

FI were president of the stock exchange I would be in favor of this 
bill, 

Senator Futsrient. No, this bill doesn’t require their listing. He 

uerely said if they are required to reveal the information that they 
v oil i tend to be listed. I believe he said, that is, they would naturally 
wish to be listed. 

Mr. Botes. You would get all the penalties with none of the bene- 
fits. Therefore, you would want to become a member of the club and 
vet the benefits. 

Senator Futsricur. Would you suggest we make the SEC volun 
tary rather than compulsory ¢ 

Mr. Boues. I haven’t suggested that, sir. 

Senator Futsrigutr. Would you suggest it / 

Mr. Botrs. No, I would suggest further simplification of the act, 
and I think the SEC feels somewhat along that line themselves. 

Senator Futsricut. The point you make about competitors and 
giant corporations interested me very much in that this would result 
in giving unfair advantages to competitor s, is that not correct ? 

Mr. Bores. I think that is correct. 

Senator Fursricut. In view of the fact that you say each stock- 
holder has a common-law right to all this information, it seems to me 
a very simple matter for any competitor to go buy a single share of 
stock. That would enable him to have all the information—to do the 
very thing this bill would. 

Mr. Boxes. It would, Senator, except in some States there are pro- 
visions he may not make that i inquiry for improper purposes. 

Senator Futsricur. You mean a stockholder owns a share and he 
can inquire if his motives are of one kind, but he cannot inquire if they 
are of different kinds. 
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Mr. Botes. That is correct. 

Senator Futsricur. It seems to me that is a difficult standard to 
apply, isn’t it? 

Mr. Boxes. Well, I have known of exactly such cases you speak 
about, where somebody wanted to get information to try to buy a 
company, a small competitor, and they did buy shares of stock of that 
company and then they tried to use their rights as a shareholder to 
come in and get the list of shareholders and do various other things 
to try to acquire the company. 

That is the sort of thing that we think these laws protect the smaller 
company against. They did not want to sell. 

Senator Futsricur. He was denied the right to know about the 
inner workings of the company ? 

Mr. Borers. I mean he acquired the shares for one particular pur 
pose. ‘That was to try to get that information so he could purchas¢ 
the company and primarily to get the list of shareholders. That is 
what he wanted. 

Senator Futsricur. If he had come to the management and said 
“IT want to know this because I may buy some more stock,” then he 
would have been given the information, would he? 

Mr. Boies. Well, 1 think if he had come to the management and 
stated his case as to what he wanted to do and it seemed like a proper 
purchase as presented to the Board of Directors who are really the 
elected representatives of the shareholders, they would have granted 
him any reasonable information he wanted. But they did not want 
to place themselves in jeopardy by giving this information. 

Senator Futsriecur. That is all, Mr. Chairman. 

Senator Bricker. Mr. Chairman, may I ask one more question ? 

It is your feeling then, Mr. Boles, that in this field of unlisted secur 
ities at the present time that the States are doing an adequate job in 
protecting the public interest ? 

Mr. Botes. That is my feeling, Senator, plus all of the other State 
and Federal laws which also bear upon smaller companies. 

Senator Bricker. As long as there is no outstanding public need 
for the Federal Government invading this field which has been pro- 
tected heretofore by the States, there shouldn’t be a bill passed ? 

Mr. Boies. We just don’t think there is any public necessity for it 
or any public outcry for it, Senator. 

Senator Busu. Mr. Chairman. 

Senator Lenman. May I just ask one question as to my recollection 
of your testimony. 

Did I understand you to say that only the stock exchanges favor 
this bill? 

Mr. Borers. No, I didn’t say that only they did. I said that the 
primary testimony that came before this committee came from stock 
exchange people. 

Senator Lenman. I see. Well, I do want to point out for the ree- 
ord again that not only the stock exchanges from whom we have 
heard favor this bill but the SEC unequivoeally favors the bill with 
certain recommendations as to amendments, and the Federal Reservé 
bank favors the bill. 

Mr. Boies. They have been called to testify before this committee. 
I was talking about the testimony—— 
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Senator LEHMAN. That was testimony before the committee. I 
st don’t want any misunderstanding about that. I want the record 
show that. 

Mr. Boies. Well, I would like to clarify my statement, if I may, 

nator. I meant the investigation was carried out by the Senate 

unking and Currency Committee into the stock market, that the 
imony that came before that, which has led up to the introduc- 

n of this bill, that that testimony was given by those people. 
‘nator LeHMaNn. Senator Bush. 

Senator Busa. Mr. Chairman, I think this is a very difficult bill. 

ean I can see both sides of this thing at times. I think Mr. Boles 

s made a very excellent statement and has covered a couple of 
nts that haven't been brought out here. Particularly I am im- 

ressed with what he says about his headline on this paragraph, which 

‘Helps the Bigs, Hurts the Smalls.” 

lh has made a good argument for that, I think, and also I think 
as made a pretty good argument that there hasn’t been any pub- 
itcry for this legislation. It is an outgrowth of the inve anti 
is suggested by Witnesses, and it is a natural thing tha he bill 
uld have come out of that investigation. 

Kut I think that we ought not to be a too much of a hurry with 
-. I think we ought to get some of these State commissioners in 

re and question them about the ast he of Mr. Boles and about 

e principles which he has put before the committee. 

{ don’t mean to get all the State commissioners, but if we could 
one from New York where you have a tremendous number of com- 
es, no doubt, get the 1 from Ohio, if you will, perhaps 1 from 

California, maybe get 4+ or 5 at the most, I think eis might throw 
me light on the necessity for this legislation as it appears in the 
rger States where there are a lot of small companies. I would like 
efore we close these hearings to have such witnesses appear before 

s committee. 

I do think that this point that Mr. Boles brings up raises a very 
mportant quest ion. That is the question of size of companies. There 

\ tendency apace for the larger companies to gobble up the smaller 
companies. I must say that for the first time I observe it is becom- 

¢ a matter of real concern to even the large companies themselves 
ind the owners of stocks in large companies. I think it isa matter that 

s going to challenge the interest of this Congress and this commit- 

n the next few years. 

Senator Bricker. I might suggest there is an organization of State 
securities commissions that might be contacted, and they could desig- 

ate one or two or three of their membership, possibly the chairman 
of the commission, the commissioners, to come in here and testify as 
to what is being done and what their activities are. 

Senator Busu. Well, Mr. Chairman, I think that is a good sugges- 
tion. I suggest if they are asked to handle it that they be given time 
nena to prepare themselves. 

s I understand it, I suppose the committee would like to get action 
on this bil in July, but I think it is of sufficient importance, that if we 
don’t act on it as a Congress in July, it could go over and become part of 
our agenda in January. I think the matter is of sufficient importance 
that we don’t rush it just to get something done on this bill and that 
we give the State commissions who are very much interested in this 
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and who know a lot about these small companies, the smaller com- 
panies that Mr. Boles has been talking about, an opportunity to ap- 
pear. 

So far as protecting the investor is concerned, I want to ask Mr. 
Boles this: Don’t you think that there is much more danger to t! 
investor in the sale of poor securities in the companies that are 
exempted by smaller size than there is in the companies which would 
have to register under this bill even with your amendments to it / 

[In other words, you are exempting companies, very small companies, 
that have got less than $5 million. You are exempting those until at 
least they get up to 500 shareholders. 

Mr. Boxes. In most of the States, Senator, if you make an intra- 
state offering, why, of course, you are governed entirely by the law of 
that State. In most States those are pretty stringent laws that you 
have to conform with in order to register the securities. 

Of course, if they are not within a single State, and not very man) 
securities are now issued intrastate, they have to comply with the 
Securities Exchange Act at least under regulation A. 

I think there was a great deal of looseness that existed there before 
the change was made in regulation A where the offering had to be 
made by a prospectus and the prospectus had to be filed with the SEC. 
I think that plugged most of that difficulty and most of the looseness 
that existed. 

Senator Lenman. I notice a lot of these uranium stocks, these 
penny stocks, are being sold. I was just thinking that maybe a lot of 
those companies which are probably selling worthless securities would 
be exempt from this business entirely. 

Mr. Borers. Well, they are not exempt under regulation A if they 
are offered without the confines of a State and they do have to file 
a prospectus and they have to offer by that prospectus. Before 
that was made certain, they could issue securities and sell them with- 
out a prospectus and, of course, the things that you suggested could 
happen and did happen. 

Senator Busu. They would be caught here under the 500 stock 
holders limitation. They would be ¢ aught on that one. 

Mr. Borers. I think they would. I think that is correct. 

Senator Busu. That is the only one that would catch it. 

Mr. Bours. I think that is correct. 

Senator Busn. Mr. Chairman, I do suggest for your consideration 
that question of getting testimony from the State bank 

Senator Lenman. Of course, this is the subcommittee. I am com- 
pletely in the hands of this committee. The oer can decide 
whether they want additional witnesses in or not. I do want to state 
that there was publicity, wide publicity, given to these hearings. The 
statement was made and announced ‘in the press that anyone who 
wished to appear here as a witness could make application. I believe 
that was also printed in the Congressional Record. 

As I say, it is up to the committee to decide what, if any, further 
hearings they may wish to have. I think that should be a matter to 
be taken up in executive session. 

Senator Busn. Were the State commissions notified specifically ’ 

Mr. Waxtace. No, we made only the general notification. 
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Senator Futsricgut. The State commissioners on securities. 

Senator Busu. Yes. 

Senator Futsrieut. Mr. Chairman, I wonder if I could ask Mr. 
Boles to give the committee the number or a list of the companies in 
Ohio which are not now listed and are not now covered by any of the 
others and still come within the 500 ? 

I want to point out that the bill is not 500 stockholders or $5 million ; 
I think it has to be both. 

Mr. Borss. I think that is correct. We have one there that we think 
of as a very small company, Big Bear Stores, that would come under 
that. ‘That is one example. 

Senator Futsricur. I wondered how many would be affected in 
Ohio. 

Mr. Bores. It would take a lot of study, Senator, but I would be 
glad to undertake if it I could and have a reasonable time to do it. 
It is not something you can do real quickly. 

Senator Futsrienr. Well, I didn’t know what the difficulty would 
be. I thought maybe your commissioner might already have that 
information. 

Mr. Botes. I would be glad to ask him, but I have some doubt 
that he would. 

You see, one of the troubles was, Senator, we didn’t know on this 
bill what companies were and what companies were not subjected to 
the bill. If we get it down to shareholders, which our definition is, 
common and preferred shareholders, then I think it would be a much 
simpler thing and much easier to answer the questions. 


Senator Futsricur. You heard the discussion this morning, didn’t 
vou / 


Mr. Borrs. Yes. 

Senator Futsricur. Testimony to reduce the registered sharehold- 
ers, common and preferred, in order to make that listing. 

Mr. Bogs. Yes. 

Senator Fu.sricur. I would be interested to know how many com- 
panies actually would be affected by the bill in your State. 

Mr. Boxzs. I would be glad to try to get that information, Senator. 

Senator Bricker. That would be easily available through the State 
commissioner ¢ 

Mr. Bores. I am not sure that it would be, Senator, but maybe it is, 
and if it is, that would save us a lot of work. 

Senator Bricker. They have got all that. 

Mr. CuristiAnsen. The number of shareholders is a thing I don’t 
think would be known to the State commissioners. 

Senator Lenman. Are there any further questions ? 

If not, thank you very much. 

Mr. Borers. | would like to leave my suggestions for specific 
amendments. 

Senator Lenman. They areinthe record. Your testimony has been 
very helpful. 

Mr. Bortes. Thank you, sir. 
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(The following was received for the record :) 


THE On?I0 Co., 


Columbus, Ohio, July 11, 1955. 
Hon. J. W. FULBRIGHT, 


United States Senator, 
Senate Office Building, 
Washington 25, D.C. 


Dear Senator FuLsrigHt: When I testified before the Senate Committee on 
Banking and Currency on June 30 regarding Senate bill No. 2054 you asked me if 
I could supply the names of the companies in Ohio that would be affected by the 
bill, and I told you I would undertake to see if I could locate the companies with 
500 or more shareholders and $5 million in assets. 

We have checked, so far as we know, every known source in Ohio to obtain 
this information, and while we are advised there are some 16,000 companies in 
Ohio whose securities are not listed, there is no breakdown by assets nor by share- 
holders. We know of no way to get this information except by a survey of the 
corporations themselves, which would take too much time for any usage in this 
session of the Congress. 

We do have one further comment that we would like to bring to the attention 
of the committee. This is a quotation from one of our members, and is attached. 


The point is so well taken that I think it should be brought to the attention of 
the committee. 


Sincerely yours, 
Ewine T. Boves. 
SPONSORSHIP OF SECURITIES 


“Actually, the part of the proposal which concerns me most is one which is very 
close to us. It is the insider trading rule, which we have opposed in the present 
acts and which we think would be tragic to extend into the over-the-counter 
market. 

“As underwriters of corporate securities, we know that our clients expect us to 
go out of our way to see that there are good quotations on any securities which we 
originate. Our customers want good performance too. We have as a policy 
always been willing to serve on boards of companies whose securities we have 
offered when we are asked to do so. Our objection to the insider trading pro- 
vision of the Stock Exchange Regulation Act in the past has been that if we 
served as directors on companies, any of whose securities was listed, then we 
could not perform our dealer function, not only in the listed securities, but in any 
unlisted securities of the same company. Since we believed that both our service 
as directors of those companies and our service as dealers in making markets in 
their securities were both constructive, it seemed a shame to us to have a rule 
such as the insider trading rule that did not exempt us from the dealer function. 
Even more strange was it that our dealer function was recognized in secondary 
offerings, where, as long as we participated with another dealer on the same 
terms, we were permitted to act. This was a good recognition, but actually it 
is usually fairly easy to find dealers to do block jobs—the really hard job is 
the day-to-day market making function. 

“As I have said, we have consistently objected to this section of the act, and 
have tried every way we could to get it changed. We have made some headway. 
Originally the dealer function was recognized only in registered secondaries. 
Now it is recognized in nonregistered secondaries also. But our argument was 
sometimes weak in that if a company was active enough to have its security 
readily traded on an exchange, then the chances were there was a follow-through 
interest in its other securities too. 

“In the proposed regulations, this would not be the case—that is, a company 
with only 500 shareholders or even 1,000 shareholders may frequently find some of 
those shareholders wanting to sell and no spontaneous buyer for their security. 
The dealer most interested in maintaining an orderly market would be the spon- 
soring dealer, who, if one of his partners served on the board of the company, 
would not be permitted to do it without going through a lot of nonsense. I don’t 
see that the refusal to recognize the dealer function in these instances serves any 
value, and I believe that the less active the security becomes to which this unfair 
rule is applied, the more damage will be done. Please understand, I am not con- 
cerned here about the effect on our business of the insider trading rule, but the 
effect op the economy. because if small companies cannot finance in the equity 
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market, then we are, indeed, in a sorry plight. And, be assured that if small 
companies cannot see markets maintained in their securities, then their ability 
to finance will be seriously curtailed.” 

INVESTMENT DEALERS OF OHIO, INC. 


CLEVELAND 

















































John P. Witt & Co., Union Commerce Building. 
Ross, Borton & Simon, Inc., 1010 Euclid Avenue. 

Green, Erb & Co., Inc., NBC Building. 

Ledogar-Horner Co., NBC Building. 

The First Cleveland Corp., 700 National City Bank Building. 
Ginther, Johnston & Co., Union Commerce Building. 

Merrill, Turben & Co., 1612 Union Commerce Building. 

Field, Richards & Co., 1556 Union Commerce Building. 
Cunningham, Gunn & Carey, Inc., 1846 Union Commerce Building. 
Saunders, Stiver & Co., 446 Terminal Tower. 

Harriman Ripley & Co., Inc., 1168 Union Commerce Building. 
Hayden, Miller & Co., 1840 Union Commerce Building. 

H. L. Emerson & Co., Inc., 1740 Union Commerce Building. 
Fahey, Clark & Co., 1737 Union Commerce Building. 

L. J. Schultz & Co., Union Commerce Building. 

J. A. Overton & Co., National City Bank Building. 

Prescott & Co., National City Bank Building. 

Quigley & Co., Inc., Union Commerce Building. 

Olderman, Asbeck & Co., Union Commerce Building. 

Jaffe, Lewis & Co., 1723 Euclid Avenue. 

Salomon Bros. & Hutzler, 925 Euclid Avenue. 

McDonald & Co., Union Commerce Building. 

Curtiss, House & Co., 1201 Union Commerce Building. 
Gottron, Russell & Co., Inc., 1582 Union Commerce Building. 
Lawrence Cook & Co., 603 Fidelity Building. 

Joseph, Mellon & Miller, Inc., 410 Union Commerce Building. 
J. F. Perko & Co., 1128 Union Commerce Building. 

Prescott, Shepard & Co., National City Bank Building. 

Ball, Burge & Kraus, 1790 Union Commerce Building. 
Livingston, Williams & Co., Inc., 1004 Hanna Building. 
Fulton, Reid & Co., Union Commerce Building. 

Wm. J. Mericka & Co., Inc., Union Commerce Building. 
Dodge Securities Corp., Engineers Building. 


COLUMBUS 


The Samuel & Engler Co., 16 East Broad Street. 
Lorenz & Co., Inc., 17 South High Street. 
Vercoe & Co., 17 South High Street. 

The Ohio Co., 51 North High Street. 

Sweney, Cartwright & Co., 17 South High Street. 
John B. Joyce & Co., 17 South High Street. 


TOLEDO 





Braun, Bosworth & Co., 1200 Toledo Trust Building. 
Roose & Co., 1408 Toledo Trust Building. 

Foster Bros., Weber & Co., 241 Superior Street. 
Collin, Norton & Co., Gardner Building, 506 Madison Avenue. 
Stranahan, Harris & Co., 600 Ohio Building. 

Ryan, Sutherland & Co., 2209 Ohio Building. 

Bell & Beckwith, 234 Erie Street. 

DAYTON 






Dayton Bond Corp., Third National Building. 
Hunter, Prugh, Ball & Davidson, Inc., Winters Bank Building. 
Greene & Ladd, 306 Third National Building. 

Fred ©. Yager, Inc., 701 Gas & Electric Building. 

Grant-Brownell & Co., 612 Winters Bank Buiding. 
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CINCINNATI 
Walter, Woody & Heimerdinger, 403 Dixie Terminal Building. 
Ellis & Co., 314 Dixie Terminal Building. 
A. Lepper & Co., 405 First National Bank Building. 
Middendorf & Co., 616 Mercantile Library Building. 
Widmann & Co., 2002 Carew Tower. 
Charles A. Hinsch & Co., Inc., 1001 Union Trust Building. 
Harrison & Co., 720 Union Trust Building. 
The W. C. Thornburgh Co., Union Trust Building. 
The Weil, Roth & Irving Co., 308 Dixie Terminal Building. 
Doll & Isphording, Inc., 315 Provident Bank Building. 
W. D. Gradison & Co., Dixie Terminal Building. 
Hill & Co., Carew Tower. 
Magnus & Co., 502 Dixie Terminal Building. 
J. H. Assel Co., 215-17 Provident Bank Building. 
Westheimer & Co., 326 Walnut Street. 
Pohl & Co., Inc., 414 Dixie Terminal Building. 
Geo. Eustis & Co., Traction Building. 
Clair S. Hall & Co., 1306 Union Trust Building. 
W.E. Hutton & Co., First National Bank Building. 
Nelson, Browning & Co., Carew Tower. 

Senator Lenman. The next witness will be Mr. Henry G. Riter, 

president of the National Association of Manufacturers. 


STATEMENT OF HENRY G. RITER III, PRESIDENT, NATIONAL 
ASSOCIATION OF MANUFACTURERS 


Senator Lenman. Mr. Riter, you have a prepared statement you 
wish to read ? 

Mr. Rrrer. Yes; I have, Senator. 

Senator Lenman. We would be very glad indeed to have you give 
such other testimony as you please. 

Mr. Rrrer. Thank you very much indeed, Senator, for giving us 
the opportunity to appear. 

Senator Leuman. Very glad to have you. Will you proceed. 

Mr. Rrrer. Yes, sir. 

My name is Henry G. Riter III. I am president of Thomas A. 
Edison, Inc., West Orange, N. J. I am also president of the National 
Association of Manufacturers. It is as a representative of the NAM 
that I make this appearance before your committee. 

The National Association of Manufacturers is a voluntary member- 
ship association of approximately 20,000 subscribing members. More 
than 80 percent of its membership may be described as “small busi- 
ness.” It is therefore to be assumed that a very large majority of 
corporations that would be affected by S. 2054 are members of our 
association. 

The NAM is not aware of any widespread public desire on the part 
of individual stockholders or groups of individual stockholders to 
have the powers of the SEC expanded as proposed by this bill. NAM 
believes strongly that stockholders are entitled to adequate informa- 
tion, but it does not believe that isolated instances of lack of informa- 
tion should be used as a basis for unnecessarily burdening small 
companies. 

We cannot see where the public interest would be served by a further 
expansion of Government controls over new segments of industry. 
Over the years there has been a marked trend toward the centraliza- 
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tion of power in the hands of the Federal Government. Increasingly, 
the rights of States and localities have been absorbed and usurped 
by a central government. The development of a great bureaucracy, 
mposing a severe tax burden on the people, without proportionate 
benefits, is not in the public interest. Experience indicates that bu- 
‘eaus or agencies, once established, constantly attempt to extend their 
power and control. The Securities and Exchange Commission is cer- 
t tainy no exc eption to this rule. If S. 2054 were enacted, it is obvious 
iat the SEC would have to substantially increase its personnel and 
conseque sntly require additional appropriations. 


[t seems appropriate to restate the original intent of the Securities 
Act of 1933— 


lo provide full and fair disclosure of the character of securities sold in inter- 
state and foreign commerce. 


Similarly, the Securities Exchange Act of 1934 was designed— 


fo provide for the regulation of securities exchanges and of over-the-counter 
markets * * * to prevent inequitable and unfair practices on such exchanges 
and markets. 

In other words, the former act was to assure the potential investor 
of full and adequate information regarding a new issue of securities 
and the latter act to protect against unethical dealings in securities 
markets. 

S. 2054 goes far beyond the original concept of those acts. Com- 
panies would be affected that are not seeking new capital through 
the sale of securities, nor are they seeking the advantages of listing. 
\t present there appears to be some logic in the manner in which com- 
panies are exempted or not exempted from the requirements of the 

curities Acts of 1933 and 1934. Ifa company is seeking new capital 
or wishes to obtain the advantages of listing on a national stock ex- 
change, it must meet certain requirements. The action, however, is 
much more voluntary in nature than the imposition of an arbitrary 
standard, such as $5 million of assets and 500 stockholders. 

Many of these smaller companies are located in areas of our country 
that are not highly industrialized and do not readily have facilities, 
either of a legal or accounting nature, to meet the requirements that 
are imposed by the Securities and Exc hange Commission, for regis- 
tered companies. From an accounting standpoint, it would be neces- 
sary in many cases to engage outside firms to set up the principles and 
procedures required to comply with the bill. This would impose both 
. physical and financial burden upon those companies. ‘The great ma- 
jority of those companies’ securities are held in an area where local 
contact with the management can be readily had and it is general prac- 
tice to supply all such security holders with annual statements, and in 
many instances interim statements, of financial and operating condi- 
tions. 

[ would just like to insert here, which is not in my typewritten state- 
ment, that I believe that American corporations are constantly broad- 
ening the scope of information furnished to their stockholders. 

[ think that it is a matter of enlightened self-interest, and I find—I 

might say that I spent, sir, many years in the investment banking busi- 
ness before going into industry, and I have found over the years a con- 


tinuing expansion of the information furnished by companies to their 
stockholders. 
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As one segment of evidence of this, I refer to the annual survey of 
the Financial World, a well-known and long-established financial pub- 
lication. Briefly, they appoint a board of judges composed of experts 
from various sections in corporation finance. Some 5,000 annual re- 
ports are considered worthy of consideration. From them, awards of 
merit are given to the reports considered to be particularly good. 
Finally, they set up a hundred industry classifications, and they an- 
nually make an award to the company having the best annual report in 
each of those hundred classifications. 

I cannot refrain from stating that since the stock of our company, 
Thomas A. Edison, Inc., became publicly held some 9 years ago, in 
every one of those 9 years we have been given one of these awards of 
merit for the adequacy of the information contained in our statement, 
and in four of those years our report has been deemed the best in our 
industry; so that I take the liberty of emphasizing that our company 
not only subscribes but acts on the belief that adequate information 
should be supplied to stockholders. 

In my experience as an investment dealer, I found no difficulty in 
securing adequate information from companies the securities of which 
were held by the public. It seems to us entirely unnecessary in the 
public interest to impose these burdens upon these smaller businesses 
that in the great majority of instances have had long and pleasant 
stockholder relations. 

With respect to the application of section 14 of the Securities Ex- 
change Act of 1934 to these smaller companies, we fail to find any evi- 
dence that justifies the burden upon these companies. Proxy solicita- 
tion rules and regulations of the Securities and Exchange Commission 
involve more than 25 printed or typewritten pages. Proxy statements 
are so lengthy that few stockholders take time to read them, and in 
many instances do not understand them after having read them, which 
I maintain is in sharp contrast to the type of information that com- 
panies publish in their annual reports. 

Since we do not believe there is a real need for the proposed legis- 
lation, there is little merit to our making objections as to the phrase- 
ology. However, we offer a few comments. I might say that these 
have been quite fully discussed, I think, this morning. 

The Securities and Exchange Commission should not be given such 
wide powers as to define “less than $5 million in assets” and “held 
directly or indirectly by fewer than 500 persons.” Only Congress 
should assume such power that is possible of wide interpretation. 

As an example, we submit that a company may have nearly depreci- 
ated its fiscal assets. The cost may have been $6 million and accumu- 
lated depreciation amount to $5 million. In determining its assets, 
would $6 million be used or the net figure of $1 million? Likewise, 
would an investment trust with 5,000 shareholders be considered to 
be indirect. stockholders if the trust held 500 shares of a company? 

The bill in its present form definitely tends to grant further legis- 
lative power to an administrative commission without prescribing 
adequate statutory standards. 

For example, the bill states, peculiarly enough, that its provisions 
shall not apply in respect of any issuer, security, transaction, or per- 
sons which the Commission may by rules and regulations exempt 
under certain conditions if in the public interest or for the protection 
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of stockholders. This proviso in itself recognizes the many attend- 
ant difficulties in administering the act and, in addition, puts the 

ntire burden of proof for exemption upon the company, leaving wide 
dawn retionary powers in the Commission. 

From a company’s viewpoint, it would be practically impossible to 

inticipate whether or not the Commission would be inc lined to exempt 
it from the provisions of this bill. Moreover, the Commission can 
ilways withdraw any exemption granted. 

There is danger that S. 2054 could be construed to invalidate cor- 
porate actions taken pursuant to State laws with respect to the exer- 
cise of corporate powers. 

I think that thought was adequately dealt with in the discussion 
with the previous witness. 

As an example, suppose a corporation wanted to finance through a 
sale of mortgage bonds and all requirements of the State of incorpora- 
tion were met, but proxy-soliciting material was not in accordance 
with rules and regulations adopted by the Commission pursuant to 
section 14 of the 1934 act. This would be a usurpation of State 
powers by Federal law. 
~ In conclusion, I urge your committee to reject this proposed expan- 

sion of regulations and laws that would further burden the smaller 

businesses of our country. In my belief, our Federal Government 
should encourage the growth of these companies rather than offer a 
deterrent to expansion. 

Thank you very much indeed, sir. 

Senator Leaman. Thank you very much. 

Senator Fulbright. 

Senator Futsricut. I wonder, Mr. Riter, how many of your mem- 
bers would be affected by it if this bill were passed ? 

Mr. Rrrer. Senator, I am afraid I can’t give you an answer to that. 
We think quite a considerable number would inasmuch as I stated 
there we have 20,000 members and something over 80 percent of them 
are companies that eome within the Government definition of small 
business, namely, having less than 500 employees. I am assuming 
that a large number of them would be affected. 

[ think there is some wording in this printed statement that said 
“large majority,” which I thought was too strong: a statement. I 
took the liberty to change it to say “a large number,” which is what I 
believe. 

Senator Futsricutr. Small business—that is defined as a business 
having 500 employees or less. Of course, my purpose in this is the 
number of stockholders. Do you know that—how many of your com- 
panies have as many as 500 or more stockholders? 

Mr. Rrrer. No, I don’t, sir. We have had no recent occasion or 
opportunity to make a study of that. Our relations with members 
have not required that we obtain such a statistic. 

Senator Futsricut. What did you have in mind when you speak of 
small business? That criterion of 500 employees ? 

Mr. Rrrer. No, I am only mentioning that, Senator, because in 
the NAM we happen to know the number, from time to time are 
advised of the number, of employees that our companies have, but 
we don’t have information on the number of stockholders. 





STOCK MARKET STUDY 


Senator Futsricutr. Do you think there should be any prohibition 
against trading by the management on the basis of inside informa- 
tion with regard to these corporations? 

Mr. Rirer. My feeling on that point, Senator, and the various other 
points involved, is that I don’t know of any need or reason or demand 
for legislation covering that or any of these other points. 

Very frankly in the testimony I have listened to today and also 
in reading the testimony of the Chairman of the Securities and 
Exchange Commission, I still haven’t heard of any reasons being 
given, any evils that need to be corrected. I have heard lots of evi- 
dence otherwise, as Mr. Boles stated a little while ago, which I touched 
on more briefly than he did. 

My experience formerly as an investment banker and currently as 
an officer of an industrial corporation has been all to the contrary. 
I find constant broadening, as I said, of providing information to 
stockholders. I have the temerity to suggest that the kind of infor 
mation that is generally given in annual reports is much more infor- 
mative and much more helpful than some of what I might call more 
technical accounting type information that is required under the proxy 
rules. 

Senator Futsricgutr. Iam not quite clear. Did you say you thought 
there should be some restriction on trading by management on inside 
information or not, or do you think it is all right to take advantage 
of it? 

Mr. Rrrer. No, I do not think that insiders should violate honest 
and decent principles. Of course I do not. But I do not believe they 
do, and I have been—— 

Senator Futsricutr. You do not believe they do? 

Mr. Rrrer. Yes, I do not believe that they do. 

Senator Futsrientr. The restrictions on that in existing law, then, 
are unnecessary in your view ¢ 

Mr. Rrrer. Well, I am not going to argue the existing law because 
it exists, and so I am not quarreling with that at all. But I do want 
to say that I see no need for that law to be extended with respect 
to section 14 or 16. As far as I know, they are the main ones con- 
cerned. I don’t know of any evils or bad practices that have devel- 
oped, and in making that statement I speak both within my old 
capacity of investment banker and in my present one, I know this: 
That—pardon me. 

Senator Futsrient. If the information on trading by insiders is 
not publicized, of course, you never would know about whether or not 
there is trading; would you? 

Mr. Rrrer. No, frankly, I do not think anybody pays much atten- 
tion to it. 

Senator Futsrieut. You do not? 

Mr. Rrrer. No. 

Senator Fursricut. Maybe that is because they do not know 
about it. 

Mr. Rrrer. Maybe so. 

Senator Futsrieut. I do not know about it. 

Senator Lenman. Do not pay attention to what? 

Mr. Rrrer. Every once in a while I see lists published of purchases 
and sales by so-called insiders, directors, officers, whoever are con- 
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cerned, but when that law first went into effect, I think perhaps I was 
like a good many other people. I had a chance for the first time to 
find out what some people were being paid in companies, and things 
like that. But after it was done a few times I soon lost interest in it, 
and I have always been much more concerned about the character and 
integrity of the management, the results that they obtained as evi- 
denced by their earnings statement and balance sheets, the kind of 
business they are doing, and all that sort of thing, and I have always 
found companies quite willing to give you any reasonable information 
you ask for. 

~ Asa matter of fact, I have gotten so accustomed myself, if you will 
pardon this phrase, to go financially naked in public, that when I was 
being interviewed some months ago for an article in a newspaper about 
our company and the man said, “Mr. Riter, what is your salary?” I 
told him. I find companies willing and glad to give you any reason- 
able information about their companies. 

Senator Futsrieut. Is your company not listed ? 

Mr. Rrrer. No, it is not, sir. 

Senator Futsricur. And how many stockholders does it have? 

Mr. Rrrer. About 1,200. 

Senator Fu.gricut. Twelve hundred? 

Mr. Rrrer. Yes, sir. 

Senator Fursrieur. Presently it does not have to make any reports 
to the SEC? 

Mr. Rirer. Well, except that some 9 years ago our company up 
until that time had been entirely owned by the widow of Thomas A. 
Edison and by his family, and at that time a distribution was made 
of part of their holdings; and in connection with that, a registration 
statement was filed with the SEC, and so naturally the company 
signed the contract in which it currently furnishes information to the 
SEC as a registered company in that respect. But we voluntarily, as 
I think many of the companies do, go way beyond that, and we issue 
an annual report that I would be complimented if you would care to 
look at. I have some here. 

We also issue quarterly statements and send them to all of our stock- 
holders. In those statements we tell them what the results have been 
for the preceding quarter and for the year to date, and then we make 
some running comments on how business is in the several areas of our 
company. 

Furthermore, during the last few years, we have invited groups of 
security analysts to come out and visit our plants and then stay around 
and ask questions, and we have done that on several occasions. In a 
recent trip around the country for the NAM, I took time off in several 
cities to meet with securities dealers and analysts and tell them about 
our company. 

I don’t maintain that all companies go as far as that, but I think 
that a very great many companies do, and I honestly think that trend 
is constantly increasing, and I think it is enlightened self-interest to 
do it. There are other motives, too, but I think that is one of them. 
I think it is just good business to do it, and more and more companies 
are seeing it that way. 

I haven’t attempted to go into the field that Mr. Boles very ade- 
quately went into in pointing out that in many, many States companies 
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are required to furnish certain information to the securities commis- 
sions, and so on, which I think is an added support for the position 
that I am taking, but I won’t bore you with repeating what he has 
said. 

My point is that over and beyond what is required even by State 
laws—and I think they go very far—companies are going way beyond 
that. 

Senator Lenman. May I ask you one question ? 

Mr. Rirer. Yes, sir. 

Senator Futsrient. Mr. Chairman, I have one last request, that 
there be inserted in the record as part of this interchange from a report 
entitled Securities Exchange Act of 1934, section 3, “(11) and (12), 
Definitions and Application of Title. 

Senator Lenman. No objection. So ordered. 

(The material referred to follows :) 


Bao. a. % 9% 


(11) The term “equity security’ means any stock or similar security; or any 
security convertible, with or without consideration, into such a security, or carry- 
ing any warrant or right to subscribe to or purchase such a security ; or any such 
warrant or right; or any other security which the Commission shall deem to be 
of similar nature and consider necessary or appropriate, by such rules and regu- 
lations as it may prescribe in the public interest or for the protection of invest- 
ors, to treat as an equity security. 

(12) The term “exempted security” or “exempted securities” shall include 
securities which are direct obligations of or obligations guaranteed as to prin- 
cipal or interest by the United States; such securities issued or guaranteed by 
corporations in which the United States has a direct or indirect interest as shall 
be designated for exemption by the Secretary of the Treasury as necessary or 
appropriate in the public interest or for the protection of investors; securities 
which are direct obligations of or obiigations guaranteed as to principal or inter- 
est by a State or any political subdivision thereof or any agency or instrumental- 
ity of a State or any political subdivision thereof or any municipal corporate in- 
strumentality of one or more States; and such other securities (which may 
include, among others, unregistered securities, the market in which is predom- 
inantly intrastate) as the Commission may, by such rules and regulations as 
it deems necessary or appropriate in the public interest or for the protection of 
investors, either unconditionally or upon specified terms and conditions or for 
stated periods, exempt from the operation of any one or more provisions of this 
title which by their terms do not apply to an “exempted security” or to “exempted 
securities.” 


Senator Lrnman. Are you through ? 

Senator Futsricut. Yes. 

Senator Lenman. Mr. Riter, I want to ask you if it is your feeling 
that the SEC since 1934 has served a useful purpose in this country ? 

Mr. Rrrer. Yes, indeed, I certainly do, sir. 

Senator Leuman. Because in reading this statement of yours, I 


would rather think that most of the criticism of the SEC—for in- 
stance, you say: 


We cannot see where the public interest would be served by a further expan- 
sion of Government controls over new segments of industry. 

That is a broad statement that I have been hearing for a long time 
and from many sources. But I wonder whether you could explain 
in what way this bill, the enactment of this bill, would result in further 
expansion of Government controls over new segments of industry? 

Mr. Rrrer. Well, Senator, what that language means is that we 
are—it is addressed to the specific question that is covered by this 
bill, that we do not see the need to extend the control of the SEC— 





STOCK MARKET STUDY 1127 


I want to express it this way: We do not see that it is necessary for 
unlisted companies to report or to come within the control of the SEC 
as listed companies are today. 

Senator Lenman. That does not involve Government control, the 
mere making of report. You have that in every State. Every insur- 
ance company has to report periodically to the State insurance de- 
partment. Every bank has to report; every State bank has to, Every 
national bank has to report. I don’t think there would be much argu- 
ment that those things have been useful to the country and have pro- 
tected the economy of the country besides protecting the individual 
citizens of the country. I was wondering whether you could make 
some real explanation of your statement that you opposed this bill 
because you don’t want an expansion of Government control over new 
segments of industry. 

I found your statement very interesting, but I fail to see any indi- 
cation that this bill which we are considering now is an expression 
that provides for further expansion of Government control over new 
segments of industry. 

Mr. Rrrer. Well, I have rather inadequately answered your ques- 
tion. It is addressed to the specific purpose of this bill, namely, to 
require that companies with $5 million of assets and 500 stockholders 
be required to furnish certain information that is not now required by 
the Securities Exchange Act. 

Perhaps the language is a little too broad there. It is intended to be 
specifically addressed to the intent, as we understand it, of this bill. 

Senator Lenman. Mr Riter, you have testified that your company 
issued these very informative reports of stockholders ? 

Mr. Rrrer. Yes, sir. 

Senator Lenman. I am sure that is so, I am sure you have a very 
fine company and a very honest and well run company. But where 
would it mean any more control over your company if you filed those 
reports with the SEC ¢ 

Mr. River. Well, it would require our supplying a lot of informa- 
tion—I won't say a lot. It would require our supplying certain in- 
formation that we are not now required to supply, but in the case of 
our company, we would be much less affected because we have already 
registered a new issue of securities with the SEC and therefore under 
existing law are required periodically to furnish additional infor- 
mation. 

Senator Leaman. I understand that, of course, that you have al- 
ready registered an issue which was of considerable amount. But 
where would it cause you any great expense or inconvenience—I will 
take that back. If you did file them, if you had not registered that 
issue and you did file, if this bil] was passed and you filed your state- 
ments with the SEC, giving them the information that they require, 
where would that indicate any governmental control over the opera- 
tions of your company ? 

Mr. Rrrer. Well, perhaps “control” isn’t the right word, but it 
would certainly subject us to the filing of more information of an 
accounting and statistical nature than we now file. Asa matter of fact, . 
I am really rather prejudiced in this, Senator, because I am director 
of another company that is listed on the exchange, and I happen to 
know how they operate. My own former firm of which I am now only 
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a limited partner is a member of the stock exchange, and therefor 
might be looking at this from the same standpoint that Mr. Funsto: 
looked at it; so that I am on several sides of the fence, I think, from 
the standpoint of prejudice. What I am saying just represents my 
honest conviction that I don’t think that any reasons have been shown 
and I don’t think the need exists for this legislation. 

Senator Lenman. I am very appreciative of your testifying here 
today. 

When you speak about need and question the advisability, I again 
want to point out that this bill was not just picked out of the air. The 
bill has the very strong support of the organized stock exchanges from 
which we have heard so far. It has the strong support or the un- 
equivocal support, subject to certain amendments of language, of the 
SIC, and it has also the unequivocal support, with certain amend 
ments, of the Federal Reserve Bank. I think that is a fairly im 
pressive list, and I have no doubt there would be others. But I want 
to thank you again very heartily for coming here. 

Mr. Rirer. May I very respectfully say that I still disagree wit! 
some of those august bodies. 

Senator Lenman. Of course. That is your privilege. 

Mr. Rirer. Thank you very much, sir. 

Senator Lenman. We have found your report very interesting. 

Mr. Rrrer. Thank you very much indeed, sir. 

Senator Lenman. Now the last witness this morning is Mr. Charles 
I’, Eaton, Jr., the representative of the National Association of Invest 
ment Companies. 


STATEMENT OF CHARLES F. EATON, JR., NATIONAL ASSOCIATION 
OF INVESTMENT COMPANIES 


Senator Leuman. Mr. Eaton, I am very sorry to have kept you wait- 
ing so long. I would have recessed until this afternoon, but I have an 
other meeting which I have to attend. 

Mr. Eaton. Afraid we have kept you waiting, sir. 

My statement is quite brief. I appreciate the opportunity of being 
here. 

Senator Lenman. Very glad indeed to have you. 

Mr. Eaton. I am not a very fast reader, but I will go along at my 
best pace. 

My name is Charles F. Eaton, Jr. I am president of Eaton & 
Howard, Inc., of Boston, the investment manager and principal un- 
derwriter for two open-end investment trusts having net. assets of an 
proximately $200 million. I represent here the National Association 
of Investment Companies as chairman of its Federal legislation com- 
mittee. The association includes both closed-end and open-end com- 
panies which are registered under the Investment Company Act of 
1940. Its membership includes 29 closed-end and 117 open-end com- 
panies, having total net assets of about $7,744,274,000. ‘The open-end 
companies, frequently referred to as “mutual funds” are much more 
seriously affected by the legislation under discussion than the closed- 
end companies. Both types of companies, however, are interested in 
the legislation as investors. 

I have here with me back there Mr. Charles Jackson, Jr., of the 
firm of Gaston, Snow, Rice & Boyd, of Boston, of counsel for the 
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sociation, who is prepared to assist me in answering questicns re- 
iting to legal and technical aspects which I might not be fully qual- 
ed to answer. ; 
In 1940, following a very extensive investigation by the Securities and 
‘change Commission into investment companies and their practices, 
Senator Wagner introduced a bill, S. 3580, 76th Congress, 3d ses- 
n, to provide for the registration and regulation of investment 
mpanies. This bill was the subject of lengthy hearings, which 
esulted in the very detailed legislation contained in the Investmen 
Company Act of 1940. All the investment companies in the associ- 
on are now subject to that act, and, accordingly, are now subject to 
stantially the same registration and reporting requirements, and 
ame proxy rules, as listed companies, i. e., companies whose se- 
ies are registered under the Securities Exchange Act of 1934. As 
ult, in those respects the impact of this bill upon them will pre- 
mably be a mere duplication of requirements already in effect. We 
ime that pursuant to provisious of subsection 12 (ge) (4) of the 
the Securities and Exchange Commission will adopt regulations 
will avoid duplication in compliance with those requirements. 
vital problem for the companies on whose behalf I am here 
to the provision of the pending bill which extends the appli- 
on of section 16 of the 1934 act. By the terms of section 30 (f) 
Investment Company Act of 1940 the provisions of section 16 
apply to the personne] of closed-end companies. Presumably 
e duplication of requirements with respect to closed-end companies 
ild not present any serious burdens. The problem arises out of 
extension of the provisions of section 16 to personnel of the open- 
| investment companies. 
Perhaps it would be well here to point out the important character- 
cs of open-end investment companies. As defined in the Invest- 
nt Company Act of 1940 the open-end company is a management 
mpany which issues redeemable securities. Redeemable securities 
re defined as securities which entitle the holder at any time to receive 
from the issuer approximately his proportionate share of the issuer’s 
rrent net assets. The price which the shareholder receives is deter- 
ned by appraisal of the company’s assets based on current market 
juotations, generally at least twice a day. The shares of almost all 
open-end investment companies are continuously being offered to the 
public. In most cases this offering is made through a principal under- 
vriter, which buys from the issuer and in turn sells to dealers through- 
it the country. Under the rules of the National Association of Se- 
urities Dealers the underwriter takes down shares from the issuer 
only against orders received from dealers or investors. The price to 
the public is the net asset value, plus in most cases a sales charge, 
which is a fixed percentage of the public offering price. By reason 
of the continuous offering these companies always have a current reg- 
stration statement under the Securities Act of 1933 in effect, and 
always have a current prospectus available for delivery. In view of 
the nature of these companies, and the manner in which the prices of 
their shares are determined, the possibility of unfair use of infor- 
mation by insiders in transactions in their shares does not exist. . 
If the provisions of section 16 of the Securities Exchange Act of 
1934 were actually applied to the personnel of open-end investment 
companies, this would prevent the continuance of long-established ar- 
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rangements under which officers and directors of open-end companies 
are affiliated with the underwriters of their securities who buy and 
sell those securities as principals. The existence of those relationships 
was fully recognized and accepted in the drafting of the 1940 act. 
Section 30 (d) of S. 3580, as introduced by Senator Wagner, would 
have made the provisions of section 16 applicable to the personnel of 
all investment companies. After full consideration and discussion, the 
Investment Company Act of 1940 in section 30 (f) extended the ap- 
plication of section 16 of the 1934 act to personnel of closed-end com- 
panies only. The decision not to extend the application of section 
16 to personnel of open-end companies was deliberate, as an examina 
tion of the legislative history of the section will show. ‘To the best of 
our knowledge and belief, nothing has occurred since that time which 
in any way suggests that the public interest requires a change on this 
score. 

We urge that the policy decisions reached in 1940 should not now 
be upset. Accordingly, we propose that, in view of the present re- 
quirements of the Investment Company Act of 1940, the companies 
registered under that act be exempted from the provisions of subsec- 
tion 12 (g) of the 1934 act. This could be accomplished by adding in 
subsection 12 (@) (2) the following: 

(G) Any issuer which is an investment company registered under the Invest- 
ment Company Act of 1940. 

Mr. Chairman, if you would like or the proper man on the staff 
would like to discuss that with me or with counsel, we would be very 
happy to cooperate at any time. 

Senator Lenman. We certainly will take this into consideration. 
We are grateful to you for coming here. We will certainly study 
this statement with great care. 

Let me ask you this, though, Mr. Eaton. 

Mr. Eaton. Yes, sir. 

Senator Lenman. Save for this one provision which affects the 
companies which you represent and which raises a very interesting 
point, I believe, how do you feel about the bill itself ? 

Mr. Earon. Well, I thought, as I stumbled down here, that I didn't 
come either to write the bill or buy it, and then I thought about the 
fellow who made $16,000 by knowing about Shakespeare. I don't 
know that much about it. 

To be presumptuous, we are used to regulation. If you asked me 
what I thought about the SEC and the 1940 act under which we are 
regulated, I would have essentially primarily praise. Naturally we 
have had problems, and so forth. That is the part I am most familiar 
with, and I work on. I work with the SEC and the NASD, and so 
forth, on it. 

As to the practicability of various problems in writing such a bill 
as this, I am so far from an authority that it seems to me my testi- 
mony—at least I could not testify for the association I am here repre- 
senting. We have taken no point of view, sir. 

Senator Lenman. I was addressing myself largely to the question 
of the double standard. 

Mr. Eaton. Well, that means something else to me. 

The idea of full information, disclosure of information, proof in 
securities, stands very high in my language and in the language of 
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men in the association. So certainly in principle we are not opposed 
to that. Where it is wise and how it is wise to proceed, we have not 
studied. 

Senator Lenman. Thank you very much indeed. 

Are there any other witnesses who want to appear? 

I want to place in the record, there being no objection, statements 
by the American Life Convention and the Life Insurance Association 
of America; a statement by the Association of Casualty & Surety Com- 
panies; a statement by the National Board of Fire Underwriters; a 
statement by the Connecticut Power Co.; a statement by the Connect- 
icut Light & Power Co.; a statement by the Hartford Electric Light 
Co.: and a letter from the Chamber of Commerce of the United States: 

If there is no objection, so ordered. 

(The statements and letters referred to follow :) 


STATEMENT OF THE AMERICAN LIFE CONVENTION AND THE LIFE INSURANCE 
ASSOCIATION OF AMERICA 


This statement is in behalf of the combined membership of the American Life 
Convention and the Life Insurance Association of America comprising 252 United 
States and Canadian legal reserve life insurance companies, all but one of which 
does business in the United States. Their assets represent approximately 98 
percent of the total assets of all legal reserve life-insurance companies doing 
business in the United States. One hundred eighty-two of these member com- 
panies are stock companies, and the remaining 70 are mutual companies. 

The life-insurance business is wholeheartedly in accord with the principle of 
providing the public with information pertaining to the financial and manage- 
ment affairs cf any corporation which offers investments to the public. We 
not only subscribe to this principle but wish to point out that insurance com- 
panies, both stock and mutual, make full disclosures covering all phases of their 
operations which are of interest to the public. As to other types of corporations, 
or issuers of securities which do not now register with the Securities and Ex- 
change Commission, we are not informed whether the facts justify extending 
the Securities and Exchange Act of 1934 as provided in S. 2054. But the life- 
insurance companies take the position, which we understand is also shared by 
other segments of the insurance business, that it is neither necessary nor desir- 
able to require insurance companies to register with the SEC and make the de- 
tailed reports that would be required if S. 2054 were enacted in its present form. 


MUTUAL LIFE INSURANCE COMPANIES 


Although the drafters of S. 2054 probably intended that mutual life insurance 
companies would not be required to register,’ we question whether the bill carries 
out this intention. We suggest that it might be successfully contended that life 
insurances policies and annuity contracts are securities, in which event the bill 
would require a mutual company to register if it had assets in excess of $5 million 
and had more than 500 policyholders. This construction was negated in the 
Securities Act of 1933 by exempting life insurance contracts and annuities from 
the definition of a “security,” but a similar exemption was not provided in the 
Securities and Exchange Act of 1934, or in S. 2054 which would amend the latter 
act. The bill should be amended to make it clear that its provisions do not apply 
to mutual life insurance companies. 


THE REGULATION AND SUPERVISION OF LIFE INSURANCE COMPANIES 


The business of life insurance is so closely related to the welfare of such a large 
percentage of the people of the United States that its supervision has always been 
more protective than the regulation established for ordinary business activities. 
No other business operates under so great a volume of State regulatory law. In 
the case of no other business have the States performed a more impressive public 
service. The fact that 90 million people of this country have voluntarily invested 


1 See p. 24, H. Doc. 672, T9th Cong., 2d sess. 


H0650 
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savings in life insurance and annuities testifies to the confidence they have in the 
companies and the State insurance regulatory system. State supervision of in 
surance was unqualifiedly endorsed by the 79th Congress when it provided in 
Public Law 15: 

“That the Congress hereby declares that the continued regulation and taxation 
by the several States of the business of insurance is in the public interest * * *.” 


LIFE INSURANCE IS AN OPEN ROOK 
S. 2054 would require that insurance corporations, along with other business 
corporations, file financial reports and management information with the Com- 
mission. These reports would duplicate information on file in the State insurance 
department of every State in which a life-insurance company does business. The 
adequacy and completeness of the reports insurance companies make to the 
States is well recognized. They are prepared on standard blanks approved by 
» National Association of Insurance Commissioners, are uniform for all States, 
conform to the highest standards of accounting. In addition, each com 

is usually examined at least once every 3 years by a corps of examiners rep 

ting a number of the States in which the company does business. 


The insur 


mmissioners may eXamine a company more frequently if closer vigilance 
ns desirable. These eXaminations are so thorough that in the case of large 
mpanies an examination may take as long as a year and a half. 


Col The examiners 
explore 


the financial affairs of the company, its practices, corporate procedures 

and management. The results of the examination are recorded in a report which 

details the findings and sets forth conclusions with respect to all phases of the 

ompany’s operations. The company’s annual report filed with the States, and 

the report of its examination, are public documents on file in each State in which 

the company is licensed, and are available for inspection by anyone interested in 
ompany. 


NNECESSARY EXPENSES SHOULD BE AVOIDED 


insurance companies feel that they should not be put to the expense and 
nconvenience of unnecessary regulation, simply because such regulation might 
be found to be desirable in the case of other business corporations. If a need for 
additional insurance company regulations should be discovered, we submit that 
vould be more practical and less expensive to achieve the desired result by 
supplementing the State insurance laws. 
Even with favorable or simplified SEC 


regulations, the expense of dealing 
with another Government agency which 


is not thoroughly acquainted with 
nsurance accounting and practices would be a significant cost item. 
fusion that would result 
Gover 


The con 

from reporting to both the States and the Federal 

nment, and the paperwork caused by any lack of uniformity in the re 
requirements would take its toll in increased expenses. 

The SEC also would incur additional expense. Maintaining public informa 

n with respect to insurance corporations would necessarily involve a sub 

tantial expenditure of tax dollars, 


110 


The assets of stock life-insurance companies 
alone are in excess of $20 billion, and any agency which attempts any degree 
of supervision with respect to a business of this magnitude would be assuming 
a responsibility entailing many unforeseen expenses. 

It is estimated that over $6 million is now being spent annually by the States 
to supervise insurance. In addition, each company pays all the expense incurred 
in its examination and the reporting of the examination results. The life insur- 
ance business is opposed to the Federal Government’s spending public funds for 
a service which is already available. It is opposed to the waste and confusion 
that would result from the Federal Government’s preempting the field of 
insurance company regulation when no need for such intervention has been 
demonstrated. 


REGULATION OF PROXIES AND INSIDER TRADING 


The insurance business is so completely regulated by statutory law that there 
is little opportunity for the management of a company to take any action that 


would be detrimental to stockholders. The paramount interest in any life- 
insurance company is vested in the policyholders, and the laws which protect 
their interests also protect the interests of the stockholders. Consequently there 


is no need for additional regulation at the Federal level of proxies or insider 
trading. 
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Because of the quasi-public nature of the life-insurance business, 
ore information published than is ordinarily available in the case 
isinesses. 


there is 
of other 
Any policyholder or stockholder can get full information pertain- 
g to any company from the insurance departments of the States in which it 

licensed. In addition, insurance companies furnish stockholders and policy- 
.olders with complete information with respect to financial matters and general 
olicies. The fact that there is so much material published, and that insurance 
mmissioners are available to assist policyholders and stockholders, makes it 
nnecessary to employ complicated proxy rules such as those required by the 
SEC under the 1934 act. 


fhe State insurance examinations not only deal with financial affairs of the 


mpany, but every corporate activity is explored. Any irregularity with respect 
proxies or any failure on the part of the company to cooperate with stock- 
iwiders would be discovered through such examinations, and the company would 
instructed to discontinue any such objectionable practices. Moreover, the 
ose supervision which is applied to the insurance business is responsible for 
mpanies adopting corporate procedures which are free from criticism. Every 
mpany tries to avoid doing anything with respect to the interest of any 
ilicyholder or stockholder which might be made the subject of an adverse 
examination report. 
S. 2054 exempts banks, savings and loan associations, building and loan asso- 
ations, cooperative banks, homestead associations and similar institutions if 
ir accounts are insured by the Federal Savings and Loan Insurance Corpora- 
n and if it is a Federal savings and loan association or a member of the Fed- 
al home-loan bank, from the provisions of the bill and thus removes them from 
jurisdiction of the Securities and Exchange Commission. Apparently, the 
reason for such exemption is that such corporations report to and are regulated 
ther instrumentalities of Government. 
nere is no 


e 


However, so far as we can determine, 
regulation of proxies in the case of such corporations. They are ex 
ned under procedures similar to those followed in the case of insurance com- 
anies. They are not subject to as much regulatory law 


in 
In most cases, at 
, they are not examined and supervised by multiple independent authorities 
the case of life-insurance companies. It is true that examination and 
‘rvision of banks and other corporations exempt under 8. 2054 is conducted 
“‘ederal agencies. However, it is not a valid assumption that the Federal 
ure of such supervision makes it superior in character. As already men- 
ioned, it is the policy of Congress declared in Public Law 15 that regulation by 
he several States of the business of insurance is in the public interest. We 
submit that examinations and supervision by the several State departments of 
nsurance are at least equally complete and effective as those of Federal agencies 
n the case of banks and savings and loan associations, etc. Since the type 
of supervision exercised over banks and savings and loan associations is deemed 
sufficient to call for exemption of such corporations, both from the reporting 
provisions of the SEC Act and those provisions relating to proxy control and 
nsider trading, we submit that life-insurance companies subjected to as careful, 
mplete, and effective examination and supervision, should be exempt for the 
same reasons. 

With respect to insider trading, the very nature of the insurance business pre- 
cludes extensive operations of this character. We believe that it is not an evil 
prevalent either in the case of insurance companies or banks and we know of no 
reason why insurance companies should not be accorded the same exemption al- 
owed banks. Certainly the subject is not of sufficient consequence in either the 
banking or insurance field to justify superimposing further supervision and con- 


| upon the adequate supervision and control now exercised by other authorities. 
PROPOSED AMENDMENT 


lor the reasons stated, it is reeommended that S. 2054 be amended to exclude 
all stock and mutual life-insurance companies. We have drafted the amendment 
to apply to all classes of insurance companies subject to State supervision. It is 
our understanding that the other branches of the business take the same position 
with respect to this bill as does the life-insurance business. Accordingly, we 


propose the following language to be inserted at the end of line 7, page 3, of the 
bill: 


“(G) Any issuer which is an insurance corporation subject to the supervision 
of the insurance commissioner, bank commissioner, or any agency or officer per- 
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forming like functions, of any State or Territory of the United States or the 
District of Columbia.” 

This amendment would grant to insurance companies an exclusion similar to 
that now contained in the bill in the case of banks, savings and loan associations, 
building and loan associations, cooperative banks, and homestead associations. 


STATEMENT OF THE ASSOCIATION OF CASUALTY AND SURETY COMPANIES, Ray 
MurpHuy, GENERAL COUNSEL 


The Association of Casualty and Surety Companies, with nationwide member- 
ship comprised of 133 capital stock casualty and surety companies, respectfully 
urges that S. 2054 be amended by adding a new paragraph (G) to the proposed 
subsection (g) (2) of section 12 of the Securities Exchange Act of 1934, such 
new paragraph (G) to read as follows: 

“Any issuer which is an insurance corporation subject to the supervision of 
the insurance commissioner, bank commissioner, or any agency or officer per- 
forming like functions, of any State or Territory of the United States or the 
District of Columbia.” 

The purpose of the suggested amendment is to exempt from the bill insurance 
companies which, both prior to the Supreme Court’s decision in U. 8S. v. South- 
eastern Underwriters Association (322 U. 8S. 533, G4 8S. C. 1162 (1944)), and 
subsequent to that decision, by virtue of the McCarran-Ferguson Act (Public Law 
15, T9th Cong.: 15 U. S. C. sees. 1011-1015), have long been, and are now, regu- 
lated by State law. 

This bill is similar to S. 2408, 81st Congress, which was the subject of extensive 
hearings. The writer testified at such hearings, urging a similar amendment 
His statement, together with the interrogation, appears in the transcript of such 
hearings commencing on page S89. 

The declared purpose of S. 2054 is to safeguard investors in unregistered securi- 
ties, by amending the Securities Exchange Act of 1934, so as to extend to investors 
in certain unregistered securities, the basic protection presently afforded by 
that act to investors in securities registered (by their issuers) with the SEC. 
In the past the need for such protection was supported by two studies conducted 
by the SEC, One study made in 1946 was incorporated in a report to the Congress 
(H. Doe. 672, 79th Cong.). The second study, completed in 1949, was set forth 
in a supplemental report to the Congress. 

The 1946 report commented at length on the unsatisfactory financial statements 
which, the SEC indicated, were commonly employed by companies not subject 
to SEC jurisdiction. Similar references were made to the proxy solicitation state- 
ments used by such companies. Appended to the report were lists of companies 
whose financial or proxy solicitation statements were studied. It is important to 
note that the list of companies whose financial statements had been examined 
included no insurance companies, and the list of companies whose proxy solici- 
tation statements had been examined included only one insurance company. Fur- 
thermore, no criticism of that company’s proxy solicitation statement was made 
in the report. According to the supplemental report, no financial statement nor 
any proxy solicitation statement of any insurance company was examined in 
the 1949 study. 

We know of no other study by the SEC or any other body supports the need for 
SEC regulation of insurance company securities. We submit that no reason be- 
yond mere theory, appears for subjecting insurance companies to SEC regula- 
ition. The abuses which led to the enactment of the Securities Exchange Act of 
1934 do not now exist in the insurance field. 

There is compelling reason why insurance companies should be excluded from 
this bill. The annual statements which insurance companies are required to file 
with the 51 State and Territorial insurance departments and the Insurance De- 
partment of the District of Columbia more than fulfill the financial reporting 
requirements of the Securities Exchange Act of 1934. Additionally, insurance 
companies are regularly subjected to periodic examination and may be specially 
examined by insurance departments at any time. The larger companies may be 
almost continuously under examination. These examinations go into every detail 
of company operation. It is impossible to conceive how any financial report ex- 
acted by the SEC could be more revealing and more informative than the annual 
statements plus the periodic and special company examinations conducted under 
State law. The investing public, in our opinion, is fully protected under State 
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regulation. To require reports as proposed under S. 2054 at the Federal level 
would inevitably increase both governmental and company expense with no cor- 
responding benefit to the public. 

It may safely be said, we think, that if the specific regulation now provided 
(where applicable) under the Securities Exchange Act does not find its exact 
counterpart in State law, it is not because of the lack of completeness of super- 
vision, or the alertness of State supervisory authorities under State law. Rather, 
the need for such specific State law has not been apparent. The State, Territorial, 
and District of Columbia insurance departments are keenly alert to complaints 
of any kind, and all maintain public complaint departments in some form. As 
public officials, State, Territorial and district supervisors are also keenly alert 
to any abuses, of whatever nature, which may reflect upon the thoroughness 
ind quality of local regulation. It is inconceivable that if the need for further 
supervision, control or regulation were known to such authorities, they would 
1ot proceed promptly to obtain necessary remedial legislation. 

Recently the Texas governmental bodies became concerned with the establish- 
ment of small insurance companies and the speculation in the stock of same. 
This led to the enactment this year of a number of laws tightening statutory pro- 
visions relating to the organization of local insurance companies. It also led to 
the enactment of an Insurance Securities Act (H. B. 39, effecive Sepember 6, 
1955). It is most important to note that S. 2054 would not reach these companies 
because their assets are nowhere near the $5 million limitation contained in 
S. 2054. This illustrates the responsiveness of State supervision in curbing any 
practices which are not in the public interest. 

Further indication of the alertness of local supervision has been the activity 
of the National Association of Insurance Commissoners in proposing and sponsor- 
ng the enactment of the States of model rate-regulatory laws, a model act pro- 

biting unfair trade practices, a uniform accident and sickness policy provisions 
law, and an unauthorized insurer’s service of process act, which makes a non- 
admitted company subject to the jurisdiction of a State court even when such 
company merely solicits business by mail in such State. 

As an example of the painstakingly careful extent to which the insurance busi- 
ness is regulated under State law we offer the following: 

Section 1101 of the California Insurance Code provides : 

“Section 1101. Interests of officers, etc., in purchases, sales, and loans. An 
admitted insurer's officers, directors, trustees, and any persons who have authority 
n the management of the insurer’s funds, shall not, unless otherwise provided 
in this code: 

“(a) Receive any money for valuable thing for negotiating, procuring, recom- 
mending or aiding in, any purchase by or sale to such insurer of any property, 
or any loan from such insurer. 

“(b) Be pecuniarily interested as principal, coprincipal, agent, attorney, or 
beneficiary, in any such purchase, sale or loan. 

“(c) Directly or indirectly purchase, or be interested in the purchase of, any 
of the assets of the insurer.” 

This provision has been construed as prohibiting a partner in a stock brokerage 
firm from serving on the board of directors of either a domestic or foreign insurer 
f his brokerage firm represents such insurer in the purchase and sale of securities. 
It has also been held as prohibiting a partner of a firm which gives investment 
advice from serving on the board of a domestic or foreign insurer when such firm 
zives investment advice to such insurer for a fee. In order to comply with this 
section of the law as thus interpreted, insurance companies (691 licensed in 1953) 
doing business in California, have been required to obtain commitments from 
such partner-directors that they would not participate in any partnership profits 
resulting from transactions or services rendered on behalf of the insurance 
company involved. This has proved exceptionally burdensome to the smaller 
companies which do not have large investment departments and rely heavily on 
their board members to advise and act for them on securities matters and feel 
that they should not be denied reasonable compensation for same. Contrast this 
provision, as so interpreted, with section 10b—-(1) of the SEC administered 
Investment Companies Act of 1940 which provides that— 

“no registered investment company shall— 

“(1) employ as regular broker any director, officer. or employee of such’ 
registered company, or any person of which any such director, officer, or employee 
is an affiliated person, unless a majority of the board of directors of such 
egistered company shall be persons who are not such brokers or affiliated 
persons of any of such brokers ;” 
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Here we find that State regulation of insurance companies is far more restric 
tive than the Federal rule with respect to investment companies. We believ: 
this example illustrates very clearly the minute and detailed regulation of the 
insurance business by the States and particularly the care and extremes to whic! 
State regulation goes to assure protection for the public even in matters having 
no relationship to company insolvency. 

With respect to insurance companies’ proxy solicitation statements, we are not 
advised that evidence has been disclosed that insurance company solicitation 
statements have been uninformative and misleading. Here again, there is pro 
tection to the public through State supervision. Proxy solicitation statements 
are commonly appended to the minutes of directors’ meetings and such minutes 
are studied in the course of zone examination (with several States participating ) 
conducted pursuant to State law under the auspices of the National Associatior 
of Insurance Commissioners. In essaying the role of insurance company exami 
nations, aS a means of protecting anyone having relations with a corporation 
whether he be a policyholder or a stockholder, it is essential to realize the scop: 
of the present day examination. It is no longer concerned solely with a com 
pany’s solvency. Today, the examination goes far beyond mere solvency ques 
tions and minute and searching inquiry is made into company and management 
practices of all kinds. Reports of such examination are a matter of public re 
ord. It is important to note that State insurance commissioners on occasions 
when they have deemed it in the public interest, have released to the press crit 
cal examination reports. The result is that what might never be known to any 
one in the case of an ordinary corporation is known to all. 

While State laws applicable to insurance companies do not deal specifically 
with “inside trading,” information thereon could certainly be developed by a zone 
examination, if that were necessary in the public interest. It is very doubtful 
that the SEC provisions relating to insider trading are necessary to protect th« 
purchasers of insurance company stocks. No other industry, financial, commer 
cial or otherwise, is subjected to the same degree of statutory regulation and 
supervision as is the insurance business. Every phase of an insurance com- 
pany’s activities which might give rise to a possible harm to the public is cov 
ered by State law. The very fact that it has not been found necessary to include 
insider trading provisions as a specific part of the comprehensive pattern of State 
insurance law is, in our judgment, proof that such provisions are not necessary 
to protect purchasers of insurance company stocks. Insurance company stocks 
are very largely bought as long-term investments and usually not for specula- 
tion. In many cases the stockholders are educational or charitable institutions 
which have purchased the stock after considerable inquiry and study of a com 
pany’s earning ability over a period of years. We believe, therefore, that the 
inclusion of insurance companies in S. 2054 cannot be justified on the ground that 
purchasers of insurance stocks require the protection of the insiders’ trading pro 
visions of the Securities Exchange Act of 1934. 

Banks and certain savings and loan type organizations are exempted from 
this bill and quite properly so. We believe that insurance companies should 
likewise be exempted. The rationale of this distinction was given by Mr. Louis 
Loss, then Associate General Counsel of the SEC, at the 1950 hearings on S. 2408 
Mr. Loss’ explanation (pp. 34 and 35 of the transcript of the hearings) consisted 
of two points. First, he stated that banks are already subject to some form 
of Federal regulation and that it would be wrong to have another Federal agency, 
the SEC, invade the bank-regulating field. The clear inference is that it is all 
right for a Federal agency to invade the field of insurance regulation because 
here it is at the expense of State regulation. In our opinion, the waste, dupli- 
eation and cost of the taxpayers are equally present and not one bit less serious 
because State agencies, rather than another Federal agency, are involved. 

The second point was that the proposal follows precedent in that banks are 
exempt from the Securities Act of 1933 and insurance companies are not. This 
different treatment has no significance at all when put in proper perspective 
When the Securities Act of 1983 was enacted, insurance was not commerce and 
hence not subject to Federal regulation under the interstate commerce clause 
The insurance industry had no reason to believe it was subject to any form of 
Federal regulation and this was true even with respect to noninsurance matters 
such as compliance with the Fair Labor Standards Act and the National Labor 
Relations Act. Certainly in those days, well prior to the SEUA decision, the 


insurance business had little or no concern with Federal matters other than the 
Internal Revenue Code. 
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Of course if it could be shown that banks today are specifically regulated with 
respect to proxy information and insider trading, there might still be some jus- 
tification for the different treatment. At the 1950 hearings, Mr. Loss was ques- 
tioned on this point by Senator Frear and he replied: 

“Mr. Chairman, as I understand it, and I don’t profess to be an expert in this 
field, there is nothing ciose to either section 14 on proxies, or section 16 on insider 
trading. 

“However, I understand that the Federal authorities, when they inspect banks, 
do have a look at insider trading.” 

Thus it is clear that insurance companies are in essentially the same position 
as banks and should accordingly receive the same treatment. 

For the reasons hereinabove stated, we respectfully urge that S. 2054 he 
amended as set forth in this statement. 


STATEMENT OF THE NATIONAL BOARD OF FIRE UNDERWRITERS, J. RAYMOND BERRY, 
GENERAL COUNSEL 


This memorandum is submitted on behalf of the 225 stock insurance company 
members of the National Board of Fire Underwriters which are engaged prin- 
cipally in the writing of fire and allied lines of insurance. They do not as a 
general rule engage in open market equity financing nor are their stocks gen- 
erally listed or traded in on the major stock exchanges of the country. They 
are therefore, in general, not registered under the Securities Exchange Act of 
1934. 

We urge these companies be exempted from the provisions of this bill, for the 
following reasons: 

1. These insurance companies are presently regulated to a very high degree 
by every State of the Union. 

2. Previous studies by the Securities and Exchange Commission have not 
disclosed any need for bringing these insurance companies under the provisions 
of the Securities Exchange Act. 

3. Public Law 15, 79th Congress (15 U. S. C. sees. 1011-1015) fixed a con- 
gressional policy with reference to the regulation of insurance, declaring the 
continued regulation and taxation by the several States of the business of 
insurance, is in the public interest. That policy should not be disturbed or 
changed. 

1. These insurance companies are presently regulated to a very high degree 
by every State of the Union. 

Each State has a body of statutory law regulating the conduct of the business 
of insurance. For the purposes of this memorandum, we need refer to only 
two of those regulatory provisions: those dealing with the annual statement 
and examination of insurance companies. 

Every insurer must file annually in every State in which it is admitted to do 
business, a statement of some three dozen oversized pages which statement, to- 
gether with the supporting exhibits, furnishes a most detailed and compre- 
hensive picture of the financial condition of the insurer and the results of its 
operations for the year under review. This statement is subject to audit by 
each insurance department; and, as a public document, is open to the inspection 
of the public. 

Each insurance company is subject to periodic and special examination by 
each State insurance department in which the insurer is admitted to do busi- 
ness. The examination goes into every detail of company operations. When 
the examination has been completed, a report on examination is prepared and 
filed with each of these States, and thereby becomes a public document, open 
to the inspection of the public. 

These two provisions alone, i. e., the annual statement and the examination 
requirements, would suffice to disclose any proxy abuses or any “insider trad- 
ing’ which the proposed legislation is designed to correct. 

When we consider, in addition, that each insurer must obtain a renewal li- 
cense annually in each State to which it is admitted, and we consider further 
the broad disciplinary powers given insurance commissioners, it is difficult to 
conceive of the need for applying the contemplated legislation to insurance 
companies. 

2. Previous studies by the Securities and Exchange Commission have not 
disclosed any need for bringing these insurance companies under the provisions 
of the Securities Exchange Act. 
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Two studies conducted by the Securities and Exchange Commission have come 
to our attention: One in 1946 and the other in 1949. Only one insurance com- 
pany was named in the list of companies whose proxy solicitation practices 
had been examined. No criticism of that company’s practices was contained in 
the report. No financial statement of any insurance company was examined 
in connection with either report. There is therefore a complete absence of 
proof in these studies of any abuses by insurance companies with reference to 
financial statements or proxy practices. 

Insider trading abuses, if they existed, would surely come to light in the 
statutory periodic examination of any insurance company. 

Apart from this, however, insurance company stocks, as a general matter, do 
not lend themselves to insider trading tactics. These stocks are commonly 
bought as long-term investments, in many instances by educational institutions, 

3. Public Law 15, 79th Congress (15 U. S. C. secs. 1011-1015) fixed a congres- 
sional policy with reference to the regulation of insurance, declaring the con 
tinued regulation and taxation by the several States of the business of insurance, 
is in the public interest. That policy should not be disturbed or changed. 

The legislation referred to above (Public Law 15, 79th Cong.) was adopted 
following protracted study and debate by the Congress of the United States. 
This, in turn, followed a precedent-shattering opinion of the Supreme Court 
of the United States (United States v. Southeastern Underwriters Association, 
822 U. 8S. 533). The purpose of Public Law 15 was to preserve the regulatory 
power of the States; a power seriously threatened by the above decision. Since 
the enactment of Public Law 15, the States have addressed themselves assidu- 
ously to the strengthening of their regulatory processes over the business of 
insurance, to the point where we know of no business as completely regulated in 
all of its phases as is the business of insurance. 

We note that S. 2054 quite properly contains an exemption for banks. Banks 
are subject to regulation. The argument for their exemption could be made 
with at least equal force for insurance companies, unless one is prepared to 
say that banks are subject to a certain amount of Federal regulation and there- 
fore should be exempt from this legislation; whereas, insurance companies not 
being subject to Federal regulation should not be exempt. Such an argument 
omits the one advancing it to a reversal of the congressional policy adopted 
through Public Law 15 as recently as 1945. We submit that policy should not 
be reversed and certainly not without the most careful study and scrutiny, and 
after a showing of the need for reversal, a showing which has not been made 
and which we submit cannot be made. 

Conclusion: For the above reasons we urge that 8S. 2054 be amended by adding 
a new paragraph (G) to the proposed subsection (g) (2) of section 12 of the 
Securities Exchange Act of 1934. Such new paragraph (G) would read as 
follows: 

“(G) Any issuer which is an insurance corporation subject to the supervision 
of the insurance commissioner, bank commissioner, or any agency or officer 
performing like functions, of any State or Territory of the United States or 
the District of Columbia.” 


Aetna Insurance Co., Hartford 

Agricultural Insurance Co., Watertown, N. Y. 

Albany Insurance Co., Albany, N. Y. 

American Automobile Fire Insurance Co., St. Louis 
American Central Insurance Co., St. Louis 

American FPagle Fire Insurance Co., New York 
American Employers’ Insurance Co., Boston 
American Equitable Assurance Co., New York 
American Fire Insurance Co., Washington, D. C. 
American Guarantee & Liability Insurance Co., New York 
American Home Assurance Co., New York 

American Insurance Co., Newark, N. J. 

American Liberty Insurance Co., Birmingham, Ala. 
American Marine & General Insurance Co., New York 
American National Fire Insurance Co., New York 
American & Foreign Insurance Co., New York 
American Reserve Insurance Co., New York 
American Union Insurance Co., New York 

Assurance Company of America, New York 

Atlantic Fire Insurance Co., Raleigh, N. C. 
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Atlas Assurance Co., Ltd., Londen 

Automobile Insurance Co., Hartford 
Baloise Marine Insurance Co., Ltd., San Francisco 

jankers & Shippers Insurance Co., New York 
Birmingham Fire Insurance Company of Alabama, Birmingham 
Birmingham Fire Insurance Company of Pennsylvania, Pittsburgh 
Boston Insurance Co., Boston 
British American Assurance Co., Toronto, Canada 
British General Insurance Co., Ltd., London 
British & Foreign Marine Insurance Co., Ltd., Liverpool 
Buffalo Insurance Co., Buffalo 
Caledonian-American Insurance Co., Hartford 

‘aledonian Insurance Co., Scotland 

alifornia Insurance Co., San Francisco 

‘alvert Fire Insurance Co., Baltimore 

‘amden Fire Insurance Association, Camden, N. J. 

anadian Fire Insurance Co., Winnipeg, Canada 

‘entral Sates Fire Insurance Co., Wichita, Kans. 

‘entral Surety Fire Corp., Kansas City, Mo. 

‘entral Surety & Insurance Corp., Kansas City 

‘entury Indemnity Co., Hartford 

‘entury Insurance Co., Ltd., Edinburgh 

‘harter Oak Fire Insurance Co., Hartford 

‘herekee Insurance Co., Nashville 

‘hurch Fire Insurance Corp., New York 

‘hristiania General Insurance Corporation of New York, N. Y. 
‘itizens Insurance Company of New Jersey, Holland Township 
‘olumbia Insurance Company of New York, N. Y. 

‘commerce Insurance Co., Glens Falls, N. Y. 

‘ommercial Insurance Co., Newark, N. J. 

ommercial Union Assurance Co., Ltd., London 

‘commercial Union Fire Insurance Co., New York 
‘commonwealth Insurance Co., New York 

‘onnecticut Fire Insurance Co., Hartford 

‘onnecticut Indemnity Co., New Haven 

‘onstitution Insurance Corporation of New York, New York 
ontinental Insurance Co., New York 

etroit F. & M. Insurance Co., Detroit 

subuque F. & M. Insurance Co., Dubuque, Iowa 

Jagle Fire Company of New York, New York 

Empire State Insurance Co., Watertown, N. Y. 

Employers’ Fire Insurance Co., Boston 
Employers’ Liability Assurance Corp., Ltd., London 
Employers Reinsurance Corp., Kansas City, Mo. 
Equitable F. & M. Insurance Co., Providence 
Eureka-Security F. & M. Insurance Co., Cincinnati. 
Excelsior Insurance Co., Syracuse 
Farmers’ Fire Insurance Co., York, Pa. 
Federal Insurance Co., Flemington, N. J. 
Fidelity-Phenix Fire Insurance Co., New York 
Fidelity & Guaranty Insurance Underwriters, Inc., Ohio 
Fire Association, Philadelphia 
Fireman’s Fund Indemnity Co., San Francisco 
Fireman’s Fund Insurance Co., San Francisco 
Firemen’s Insurance Co., Newark, N. J. 
Firemen’s Insurance Co., Washington, D. C. 
Franklin National Insurance Co., New York 

French Union & Universal Insurance Co., Paris 

Fulton Fire Insurance Co., New York 
General Accident F. & L. Assurance Corp., Ltd., Perth, Scotland 
General Security Assurance Corporation of New York, New York 
Girard Insurance Co., Philadelphia 
Glens Falls Insurance Co., Glens Falls, N. Y. 
Globe & Republic Insurance Company of America, Philadelphia 
Granite State Fire Insurance Co., Manchester, N. H. 
Great American Indemnity Co., New York 





1140 STOCK MARKET STUDY 


Great American Insurance Co., New York 

Great Eastern Fire Insurance Co., White Plains, N. Y. 
Halifax Insurance Co. of Massachusetts, Boston 

Hanover Fire Insurance Co., New York 

Hartford Fire Insurance Co., Hartford 

Home F. & M. Insurance Co., San Francisco 

Home Insurance Co., New York 

Home Insurance Company of Hawaii, Ltd., Honolulu, T. H. 
Homeland Insurance Company of America, New York 
Industrial Indemnity Co., San Francisco 

Insurance Company of the State of Pennsylvania, Philadelphia 
International Insurance Co., New York 

Inter-Ocean Reinsurance Co., Cedar Rapids 

Jersey Insurance Co., New York 

Kansas City F. & M. Insurance Co., Kansas City, Mo. 

La Paternelle Fire & General Insurance Co., Ltd., Paris 
Law, Union & Rock Insurance Co., Ltd., London 
Liverpool & London & Globe Insurance Co., Ltd., Liverpool 
London Assurance, The, London 

London & Lancashire Indemnity Company of America, New York 
London & Lancashire Insurance Co., Ltd., London 
London & Scottish Assurance Corp., Ltd., London 

London Guarantee and Accident Co., Ltd., New York 
Manhattan F. & M. Insurance Co., New York 
Manufacturers Casualty Insurance Co., Philadelphia 
Maryland Casualty Co., Baltimore 

Massachusetts F. & M. Insurance Co., Boston 

Mechanics & Traders Insurance Co., Hartford 

Mercantile Insurance Company of America, New York 
Merchants & Manufacturers Insurance Co., New York 
Mercury Insurance Co., St. Paul 

Metropolitan Casualty Insurance Company of New York, Newark, N. 
Metropolitan Fire Assurance Company of New York 

Michigan F. & M. Insurance Co., Detroit 

Milwaukee Insurance Co., Milwaukee 

Minneapolis F. & M. Insurance Co., Minneapolis 

Monarch Fire Insurance Co., Cleveland 

National-Ben Franklin Insurance Co., Pittsburgh 

National Capital Insurance Co., Washington, D. C. 

National Fire Insurance Co., Hartford 

National Reinsurance Corp., New York 

National Surety Corp., New York 

National Union Indemnity Co., Pittsburgh 

National Union Insurance Co., Washington, D. C. 

National Union Fire Insurance Co., Pittsburgh 

Netherlands Insurance Co., The Hague, Holland 

Newark Insurance Co., Newark, N. J. 

New England Insurance Co., Springfield 

New Hampshire Fire Insurance Co., Manchester, N. H. 

New Rotterdam Insurance Co., Rotterdam, The Netherlands 
New York Fire Insurance Co., New York 

New York Underwriters Insurance Co., New York 

New Zealand Insurance Co., Ltd., Auckland, New Zealand 
Niagara Fire Insurance Co., New York 

North British & Mercantile Insurance Co., Ltd., London and Edinburgh 
North River Insurance Co., New York 

North Star Reinsurance Corp., New York 

Northeastern Insurance Co., Hartford 

Northern Assurance Co., Ltd., London 

Northern Insurance Company of New York, New York 
Northwestern F. & M. Insurance Co., Minneapolis 

Norwich Union Fire Insurance Society, Ltd., Norwich, England 
Ohio Farmers Insurance Co., LeRoy, Ohio 

Old Colony Insurance Co., Boston 

Orient Insurance Co., Hartford 

Pacific Coast Fire Insurance Co., Vancouver, British Columbia 
Pacific First Insurance Co., New York 
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fic National Fire Insurance Co., San Francisco 
atine Insurance Co., Ltd., London 
ramount Fire Insurance Co., New York 
riotic Insurance Company of America, New York 
rl! Assurance Co., Ltd., London 
usylvania Fire Insurance Co., Philadelphia 
enix Assurance Co., Ltd., London 
joenix Indemnity Co., New York 
oenix Insurance Co., Hartford 
net Insurance Co., Detroit 
omae Insurance Company of District of Columbia, Philadelphia 
wressive Fire Insurance Co., Atlanta 
vidence Washington Insurance Co., Providence, R. I. 
Provident Fire Insurance Co., New Hampshire 
Prudential Insurance Company of Great Britain, London 
iker City F. & M. Insurance Co., Philadelphia 
ieen Insurance Company of America, New York 
‘einsurance Corporation of New York, New York 
liable Fire Insurance Co., Dayton, Ohio 
iance Insurance Company of Philadelphia 
Rochester American Insurance Co., New York 
Kkoyal Insurance Co., Ltd, Liverpool 
ltoyval Exchange Assurance, London 
afeguard Insurance Co., New York 
st. Paul F. & M. Insurance Co., St. Paul 
Scottish Union & National Insurance Co., Edinburgh 
Sea Insurance Co., Liverpool 
Seaboard F. & M. Insurance Co., New York 
Security Insurance Company of New Haven, New Haven, Conn. 
Skandia Insurance Co., Stockholm 
Skandinavia Insurance Co., Ltd., Denmark 
South British Insurance Co., Ltd., Auckland, New Zealand 
South Carolina Insurance Co., Columbia, S. C. 
Southern Fire & Casualty Co., Knoxville 
Southern Fire Insurance Company of Durham, N. C. 
Springfield F. & M. Insurance Co., Springfield, Mass. 
Standard Insurance Company of New York, Hartford, Conn. 
Standard Fire Insurance Co., Hartfod 
Standard Fire Insurance Company of New Jersey, Trenton 
Standard Marine Insurance Co., Ltd. (Fire Department), Liverpool 
Star Insurance Company of America, New York 
State Assurance Co., Ltd., Liverpool 
Sun Insurance Office, Ltd., London 
Sun Underwriters Insurance Company of New York, New York 
Swiss Reinsurance Co., Zurich, Switzerland 
Switzerland” General Insurance Co., Ltd., Zurich 
hams & Mersey Marine Insurance Co., Liverpool 
franscontinental Insurance Co., New York 
lravelers Fire Insurance Co., Hartford 
vin City Fire Insurance Co., Minneapolis 
nion Assurance Society, Ltd., London 
ion Insurance Society of Canton, Ltd., Hong Kong 
nion Marine & General Insurance Co., Ltd., Liverpool 
nion & Phenix Espanol Insurance Co., Madrid 
nion Reinsurance Co., Zurich, Switzerland 
nited Firemen’s Insurance Co., New York 
nited National Indemnity Co., Hartford 
United States Fidelity & Guaranty Co., Baltimore 
(nited States Fire Insurance Co., New York 
Unity Fire and General Insurance Co., New York 
rbaine Fire Insurance Co., Paris 
Utah Home Fire Insurance Co., Salt Lake City 
igilant Insurance Co., New York 
Virginia F. & M. Insurance Co., Richmond, Va. 
Westchester Fire Insurance Co., New York. 
Western Assurance Co., Toronto, Canada 
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Western Fire Insurance Co., Fort Scott, Kans. 

World Fire & Marine Insurance Co., Hartford 

Yorkshire Insurance Company of New York, New York 

Zurich General Accident & Liability Insurance Co., Ltd., Zurich, Switzerland 


THE CONNECTICUT POWER Co., 
Hartford, Conn., June 24, 1955 
Re S. 2054, a bill to amend the Securities and Exchange’Act of 1934, as amended 
Hon. J. W. FULBRIGHT, 
Chairman, Committee on Banking and Currency, 
Senate Office Building, Washington 25, D. C. 

DEAR SENATOR FULBRIGHT: This company respectfully requests that this letter 
be made a part of the record of the hearings of the Committee on Banking and 
Currency on S. 2054, a bill to amend the Securities Exchange Act of 1934, as 
amended. This company is a public utility located entirely within and serving 
a substantial part of the population of the State of Connecticut. 

This company believes that the public interest is not served by making it 
subject, as would S. 2054, to the provisions of the Securities Exchange Act of 
1934 It respectfully suggests that if the bill passes, to which it is opposed 
the new subsection (g) (2) of section 12 of the Securities Exchange Act, which 
is added by the proposed bill, should be amended by adding thereto a new sub 
paragraph (G) as fellows: 

“(G) Any issuer which is a public utility organized and operating in a 
State under the laws of which its security issues are regulated by a State 
commission.” 
This proposed amendment follows the pattern of the Federal Power and Natura! 
Gas Acts. 

Connecticut utilities, like most Connecticut industries in general, are not 
interstate companies in any broad sense of the word. They are in the main 
locally owned. Their properties are within the boundaries of the State. Their 
managements consist of Connecticut residents. Their employees are for the 
most part Connecticut residents. 

To require these companies to comply with registration and disclosure require 
ments of the Securities Exchange Act would seem to serve no useful purpose 
This company has sold various of its securities at public sales and in connection 
therewith has registration statements on file with the Securities and Exchange 
Commission. Under Connecticut law issues of securities by this company are 
subject to regulation, supervision, and review by the Connecticut Public Utilities 
Commission. Furthermore, this company files complete annual reports with 
this commission and in addition annual reports with the Federal Power Com- 
mission and the Securities and Exchange Commission, all of which reports are 
public documents. Therefore, a substantial part of the information which this 
bill would require this company to disclose is and will continue to be a matter 
of public record, and such further disclosures as this bill would require, in 
addition to those now required, would not afford any material additional protec- 
tion to investors. 

It would not appear to be in the public interest or to serve the purposes of 
the Securities Exchange Act, or the purposes which that act sought to rectify, to 
require this company and other companies in a similar position to assume the 
additional substantial burden which this bill would impose. 

Multiple overlapping regulation has never been justified and undoubtedly is not 
intended by 8S. 2054, although it would result if this bill were passed. The ex- 
pense of such multiple regulation, although not exactly determinable, would be 
detrimental to investors in the type of business predominant in Connecticut as 
well as to the companies in Connecticut. 

We respectfully submit that there are no abuses of the type set forth in 
section 2 of the Securities Exchange Act that require application of the Secu- 
rities Exchange Act to the industries in Connecticut in general and to Connecti- 
cut public utilities in particular. We therefore request that the Committee on 
Banking and Currency report unfavorably on S. 2054 or, in the event of a 
favorable report, that S. 2054 be amended as set forth above in this letter. 

Respectfully submitted. 

C. Botton, Vice President. 
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THE CONNECTICUT LIGHT & POWER Co., 
Berlin, Conn., June 24, 1955 
= 2054. a bill to amend the Securities and Exchange Act of 1934, as amended 
J. W. FULBRIGHT, 
Chairman, Committee on Banking and Currency, 
Senate Office Building, Washington 25, D.C. 


DEAR SENATOR FULBRIGHT: I am writing you as chairman of the Senate Com- 
tee on Banking and Currency in relation to S. 2054, a bill to amend the 
irities and Exchange Act of 1934 and I respectfully ask that this statement 
made a part of the record of the hearing on this proposed legislation. I am 

taching 25 copies for the use of your committee. 

rhe Connecticut Light & Power Co. is a Connecticut corporation which sup- 

ies electric and gas service to approximately 70 percent of the State’s area 

all of its property is located within the State, and no service is rendered 
ond the State’s border. As a Connecticut corporation it is under the com- 
te jurisdiction of the Public Utilities Commission of the State of Connecticut. 
erefore this company is not an interstate company in any sense of the word, 
is strictly an intrastate company. The company is predominantly owned 
hy Connecticut residents. Of its approximately 44,150 stockholders, 34,653 reside 
the State of Connecticut and own 70 percent of the shares outstanding. It 
anaged and staffed by Connecticut residents. The company has been suc- 
ssfully able to finance itself in a satisfactory manner comparable to any 
blic-utility company. To the knowledge of the company there are no stock- 
ders owning more than 10 percent of the company’s preferred stock as a class 
of the common stock of the company. It is our considered opinion that there 
need whatever to subject this company to the provisions of the Securities 

d Exchange Act of 1934 as apparently S. 2054 will do. To require this com- 
y to assume the onerous burden and expense involved in the proposed legis 

tion is, in our opinion, entirely unnecessary and would serve no useful purpose. 

By provision of Connecticut law, the issue of the securities of this company 
nd its accounts are subject to the approval and regulation of the Connecticut 

iblic Utilities Commission. Annual reports are filed with that commission, as 

as with the Federal Power Commission and the Securities and Exchange 
mmission. All of these reports are public documents. 

ro impose the additional burden and expense upon our company, including 
the additional reports required by the Securities and Exchange Act of 1934, 
es not appear to serve the purpose of that act or the abuses which it seeks 
rectify. 

Duplicate regulation by State and Federal authorities, in our opinion, has 

never been justified, but apparently such duplicate regulation would be brought 
hout by the passage of 8S. 2054. The expense of such duplicate regulation, both 
the company and to the Securities and Exchange Commission, would be very 

substantial and we do not believe would be offset by any advantage from the 
iblie’s point of view. 

We submit that there are no abuses in connection with the issue, sale, and 
rading in the securities of our company of the type set forth in section 2 of the 
Securities and Exchange Act that make it necessary or desirable to place this 
ompany under section 12 of that act as the passage of S. 2054 would apparently do. 

We therefore request that the Committee on Banking and Currency report 
favorably on this proposed legislation. 

In the event, however, that your committee issues a favorable report on 
S. 2054, we believe that the Connecticut Light & Power Co. and other public 
itilities that are under the complete jurisdiction of State regulatory commis- 
sions should be exempt. We note that banks, which, like public utilities, are 
subject to the supervision of governmental authorities, are exempted by the 
provisions of paragraph D of section 12 (g) (2) of S. 2054. To accomplish this 
xemption, we suggest that the proposed legislation be amended in section 12 
g) (2) by the addition of a paragraph reading as follows: 

“(G) Any issuer which is a public utility organized and operating in a 
State under the laws-of which its security issues are regulated by a State 
Commission.” 

This proposed amendment follows the pattern of the Federal Power and 
Natural Gas Acts in exempting local companies locally regulated. 

Respectfully submitted. 

S. R. Knapp, President. 
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THE HartrorD Evecrric Licut Co., 
Hartford 15, Conn., June 24, 195 
Re S. 2054, a bill to amend the Securities Exchange Act of 1934, as amended 
Hon. J. W. FULBRIGHT, 
Chairman, Committee on Banking and Currency, 
Senate Office Building, Washington 25, D. C. 

DeaR SENATOR Futsricut: This company respectfully requests that this 
ter be made a part of the record of the hearings of the Committee on Banking 
and Currency on 8. 2054, a bill to amend the Securities Exchange Act of 1934 
as amended. This company is a public utility located entirely within and serv 
a substantial part of the population of the State of Connecticut. 

This company believes that the public interest is not served by making it sut 
ject, as would 8. 2054, to the provisions of the Securities Exchange Act of 1934 
It respectfully suggests that if the bill passes, to which it is opposed, the new 
subsection (g) (2) of section 12 of the Securities Exchange Act, which is added 
by the proposed bill, should be amended by adding thereto a new subparagraph 
(G) as follows: 

“(G) Any issuer which is a public utility organized and operating in 
State under the laws of which its security issues are regulated by a S81 
commission.” 
This proposed amendment follows the pattern of the Federal Power and Natura 
Gas Acts. 

Connecticut utilities, like most Connecticut industries in general, are not inter- 
state companies in any broad sense of the word. They are in the main locally 
owned. Their properties are within the boundaries of the State. Their manag 
ments consist of Connecticut residents. Their employees are for the most part 
Connecticut residents. 

To require these companies to comply with registration and disclosure require 
ments of the Securities Exchange Act would seem to serve no useful purpose 
This company has sold various of its securities at public sale and in connectior 
therewith has registration statements on file with the Securities and Exchange 
Comunission. Under Connecticut law issues of securities by this company are 
subject to regulation, supervision, and review by the Connecticut Public Utili 
ties Commission. Furthermore, this company files complete annual reports with 
this commission and in addition annual reports with the Federal Power Con 
mission and the Securities and Exchange Commission, all of which reports are 
public documents. Therefore, a substantial part of the information which this 
bill would require this company to disclose is and will continue to be a matter 
of public record, and such further disclosures as this bill would require, in addi- 
tion to those now required, would not afford any material additional protection 
to investors. 

It would not appear to be in the public interest or to serve the purposes of 
the Securities Exchange Act, or the purposes which that act sought to rectify, 
te require this company and other companies in a similar position to assume 
the additional substantial burden which this bill would impose. 

Multiple overlapping regulation has never been justified and undoubtedly is 
not intended by 8. 2054, although it would result if this bill were passed. The 
expense of such multiple regulation, although not exactly determinable, would 
be detrimental to investors in the type of business predominant in Connecticut 
as well as to the companies in Connecticut. 

We respectfully submit that there are no abuses of the type set forth in 
section 2 of the Securities Exchange Act that require application of the Se- 
curities Exchange Act to the industries in Connecticut in general and to Con 
necticut public utilities in particular. We therefore request that the Committe 
on Banking and Currency report unfavorably on S. 2054, or, in the event of a 
favorable report, that S. 2054 be amended as set forth above in this letter. 

Respectfully submitted. 

R. A. GIBson, 
Beecutive Vice President. 





pose 
Cctio! 
lange 
y are 
Utili 
with 
Con 
S are 
1 this 
jatter 
addi 


CTiOn 


es of 
ctify 
sume 


lly is 

The 
would 
eticut 


th in 
ie Se- 
» Con 
mittee 
’ of a 


STOCK MARKET STUDY 1145 


CHAMBER OF COMMERCE OF THE UNITED STATES, 
Washington 6, D. C., June 30, 1955. 
Hon. HERBERT H. LEHMAN, 
Chairman, Securities Subcommittee, 
Committee on Banking and Currency, 
United States Senate, Washington 25, D. C. 

DEAR SENATOR LEHMAN: The Chamber of Commerce of the United States rec- 
ommends that action on S. 2054 be deferred until further comprehensive study 
an be made of the effects of extending to companies with unlisted stocks the 
Securities and Exchange Act reporting requirements now applicable to com- 
panies with listed stocks. 

In making this recommendation, the chamber asks that you consider the 
following points: 

1. The reporting requirements of the bill will substantially increase the already 
heavy burden of governmental reporting and paperwork on all sizes of business— 
small, medium, and large. 

2». No corporation could attempt to comply with these comprehensive and com- 
plex governmental requirements, without obtaining substantial costly assistance 
from outside legal, financial and accounting talents. 

3. Many of the corporations required to file under this bill would have to 
reorganize and expand their accounting departments at substantial expense. 

{!. Many smaller businesses that would come under the SEC's reporting re- 
quirements have in the past established a close relationship with their stock- 
holders which has not required expensive detailed annual reports. Under this 
proposed bill such reports would be required. 

5. To require the unlisted stockholders to have their companies comply with 
the SEC’s requirements on listed corporations, would enforce a financial burden 
upon these owners of business without giving them a voice in the matter. 

G6. There is serious question whether sufficient benefits would result to the 
investing public—under the proposed legislation—to warrant this new, costly, 
and time-consuming burden. 

7. Many businessmen believe that if they are required to report sales and cost 
of sales in detail they would be revealing information that could be used by their 
competitors in a manner injurious to the best interests of their stockholders. 
Widespread publication of operating details might serve to stifle the free-com- 
petitive system. 

8. The present burdensome requirements of the securities laws and the proposal 
to extend them to unlisted stocks may be a factor in the increasing dearth of 
venture capital—so vital to a continuous upward trend to our free-enterprise 
system. 

9. In our present system companies with unlisted stocks have chosen to have 
their securities carried in the over-the-counter market. They have not invited 
wide publicity or broad public participation in the ownership of their stocks. 

There is usually limited public participation or interest in these over-the-coun- 
ter markets and generally a very restricted participation in most of the indi- 
vidual companies’ securities so traded. It should be pointed out, however, that 
in some few cases there is a more developed interest in the over-the-counter 
market than there is in some listed securities. 

10. Specific consideration should also be given to: 

(a) Exempting insurance companies with unlisted stocks. Close State 
supervision of these companies obviates the need for Federal controls. 

(b) The possibility of raising the asset level for exemption from $5 million 
to $10 million, to eliminate small companies with limited public interest. 

11. Experience under the laws relating to listed securities and securities 
exchanges demonstrates the need for lightening, rather than increasing, the 
burdens which have been placed upon business. 

The 2-year study recently completed by the Securities and Exchange Commis- 
sion has led to reductions in certain parts of its regulations. This action has 
tended to make the requirements less burdensome. Approval of this bill in its 
present form would largely offset the gains made by the Commission in the past 
2 years, 

Your committee has before it information regarding the need for further data 
on unlisted securities. We believe, however, that your committee also should 
consider the burdensome effects that might result from imposition of these 
reporting requirements. Firm answers to the points cited above would provide 
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you with data which should be reviewed, along with the information you already 
have, before arriving at final decision on 8S. 2054. 

The chamber, therefore, asks that decision on S. 2054 be deferred pending 
study of its effects, and requests this statement be made a part of the record 
of the hearings on this measure. 

Cordially yours, 
CLARENCE R. MILLs. 


Senator Leaman. The hearing will now stand in recess until 1 
o'clock tomorrow morning in this room. 

(Whereupon, at 1:05 p. m., the subcommittee recessed to reconvene 
at 10a. m., Friday, July 1, 1955, in room 301, Senate Office Building.) 





STOCK MARKET STUDY 


(Regulation of Unlisted Securities) 


FRIDAY, JULY 1, 1955 


Unirep Srares SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D. 0. 

The subcommittee met, pursuant to recess, in room 301, Senate 
Office Building, at 10 a. m., Senator Herbert H. Lehman, chairman 
of the subcommittee, presiding. 

Present: Senator Lehman. 

Also present: Senator Bush. 

Also present: Robert A. Wallace, staff director, Banking and Cur- 
rency Committee. 

Senator Lehman. The meeting will please come to order. 

The first witness is Mr. Edward T. McCormick, president of the 
American Stock Exchange. We are very glad indeed to have you 
with us again, Mr. McCormick. 

Mr. McCormick. Thank you, Senator. 

Senator Leuman. You have a formal statement? 

Mr. McCormick. Yes, I have a formal statement. It will only take 
a few minutes to go through it, Senator. 

Senator Leuman. All right. 


STATEMENT OF EDWARD T. McCORMICK, PRESIDENT, AMERICAN 
STOCK EXCHANGE 


Mr. McCormick. My name is Edward T. McCormick. I am presi- 
dent of the American Stock Exchange, New York City. 

[ want to thank you for this opportunity to appear before the 
committee and to present the views of our exchange concerning S. 
2054, the bill introduced by Senator Fulbright to amend various 
provisions of the Securities Exchange Act of 1934. 

Appreciating, as I do, the time pressure under which the committee 
is operating, | have made my statement as precise and concise as 
possible. 

Before commenting upon the provisions of the bill, let me say a 
few words about our exchange, the American Stock Exchange, which 
is the second-largest securities exchange in this country. It is an 
unincorporated association with 499 proprietary members and -about 
336 associate members. Its members and associate members do busi- 
ness from approximately 1,930 offices located in 485 cities through- 
out the United States and in 11 foreign countries. As of the end of 
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1954, 822 stock issues were admitted to trading on our exchange, 
representing in the aggregate a market value of over $22 billion. 
During 1954, 163 million shares were sold on the floor of the exchange, 
and a report of each sale within a matter of seconds after its comple- 
tion was flashed on our ticker system throughout the country. 

As for the bill itself, we wish to endorse it in principle and to voice 
strong approval of its objectives. As you know, the American Stock 
Exchange and every other national securities exchange in the cou 
try have been fostering for many years the idea that investors should 
receive from management the maximum feasible amount of material 
information concerning the corporations they own. We believe that, 
to the extent that this bill fortifies and enforces this principle and 
thereby removes in part the existing gap in Federal securities leg s 
lation, it is in the public interest “and should be adopted by the 
Congress. Regulation of the type here proposed has been tried for 
many years in the field of exchange trading and has been proved 
both sound and workable. No responsible person doubts that it is 
here to stay. This bill, in substance, is merely an endorsement of the 
basic policy of the Securities Exchange Act of 1934. 

There are, however, two aspects of the bill which we believe call 
for revision. These are the elements contained in section 2 of the 
bill with reference to unlisted trading privileges. They are provisions 
which, contrary to the expressed intendment of this "proposed legis- 
lation, do not add to the sum total of investor information and protec- 
tion but would result, on the contrary, in the reduction thereof. 

The first of these is contained in the following language of the first 
full paragraph of section 2 of the bill, which says with reference to 
section 12 (f) of the Securities Exchange Act: 

Notwithstanding the foregoing provisions of this section, any national securi- 
ties exchange, upon application to and approval of such application by the 
Commission and subject to the terms and conditions hereinafter set forth, 
(1) may continue unlisted trading privileges to which a security had been 
admitted on such exchange prior to the effective date of section 12 (g) of 
ais Ae **%, 

As we read this provision, it would mean that the exchange must 
reapply to the Commission and receive its approval of our unlisted 
securities which, incidentally, comprise approximately 36 percent 
of the 822 issues dealt in on our exchange. 

It should be noted that in accordance with the present provisions of 
the Securities Exchange Act of 1934, our exchange has filed detailed 
individual applications for each of the securities now traded and 
after review, the Commission, in each instance, has made a finding 
that it is necessary and appropriate in the public interest and for the 
protection of investors to continue the adinn of these securities on 
our exchange. 

It is difficult for us to believe that it is the intention of Senator 
Fulbright or of this committee that we should be required, under this 
bill, onee more to go through the expensive and time-consuming 
process of reapplying to the Commission and once more receiving 
approval for trading privileges previously granted. If, on the other 
hand, it is intended, as we believe it is , that no further application 
or approval by the Commisison need be obtained with respect to such 
securities, either the bill should be amended by the addition of an 
appropriate clause to that effect, or such intention should be made 





hat, 
and 
215S- 
the 
for 
ved 
t is 
the 


call 

the 
1ons 
71S- 


Lec- 


first 
e to 


curi- 

the 
Orth, 
been 


) of 


nust 
sted 
cent 


is of 
led 
and 
ling 
the 
Ss on 


ator 
this 
ing 
ving 
ther 
tion 
such 
f an 


ade 


STOCK MARKET STUDY 1149 


crystal clear in the course of the bill’s legislative history. Of course, 
we should prefer amendment of the bill by the addition of the follow- 
ing sentence at the end of the first full paragraph of the proposed 
amendment to subsection (f) of section 12 of the Securities Exchange 
Act of 1934: 


No such application need be made as to any security with respect to which 

national securities exchange has applied to the Commission and has received 
approval of the Commission for unlisted trading privileges prior to the effective 
date of section 12 (g) of this Act. 


Our second objection to the bill lies in its implied repeal of the 
existing provisions of section 12 (f) (3) of the Securities Exchange 
Act of 198 

We believe that the provisions of this subsection were adopted in 
the public interest and the interest of investors and should not be re- 
pealed in the absence of clear and convincing proof to the contrary. 

At the time of its adoption in 1936, the Congress was fully apprised 
and aware of the pros and cons concerning the merits of this provi- 
sion. And reference to the phraseology of the subsection clearly indi- 
cates that the Congress intended that unlisted trading privileges under 
section 12 (f) (3) should be granted only in such cases where required 
corporate reports and the obligations of officers, directors and prin- 
cipal stockholders were comparable to those of listed companies, their 
oflicials, and principal stockholders. Moreover, it is perfectly appar- 
ent, as well, that the Congress also gave full consideration to the ques- 
tion of maintaining the competitive status of exchange and the over- 
the-counter markets with respect to such securities. This congres- 
sional intent is reinforced by the following quotation from pages 3 
and 4 of Report No. 2601 of the Committee on Interstate and Foreign 
Commerce in the 2d session of the 74th Congress, as submitted by 
Congressman Sam Rayburn. 


Any exchange seeking to admit any security in the second or third category 
to unlisted trading would have to meet the burden of proving to the satis- 
faction of the Commission that there existed in the vicinity of the exchange 
sufficiently widespread public distribution of, and sufficient public trading 
activity in, that security to render the admittance thereof to unlisted trading 
on that exchange necessary or appropriate in the public interest or for the 
protection of investors. In a measure, this requirement would make necessary 
a judgment by the Commission as to a future course of development, i. e., as to 
whether the conditions of adequate public distribution and adequate public 
trading activity found to exist at the time of application would continue to 
exist after the admittance of the security to trading on the applicant exchange. 
Again, save in very exceptional situations in which the public interest appeared 
io the Commission to demand the creation of an unlisted exchange market 
for such a security, no such security would be eligible for unlisted trading if the 
issuer, Or its officers, directors, or principal stockholders, would by the admis- 
sion thereof to such trading, acquire the benefits of an exchange market there- 
lor without assuming the same obligations, especially in regard to proxies and 
trading by officers, directors, and principal stockholders, as would arise if the 
security were listed and registered. Finally, even if the foregoing conditions 
were satisfied, the Commission would be required to deny an application to admit 
such a security to unlisted trading unless it found that such admittance would 

in all other respects necessary or appropriate in the public interest or for 
e protection of investors. After such a security had been admitted to un- 
isted trading, the Commission would be under a duty to suspend or terminate 
such trading if it found, after proceedings instituted on the application of any 
person having a bona fide interest or on its own motion, that, by reason of inade- 
quate public distribution of the security in the vicinity of the exchange or inade- 
quate public trading activity in the security on the exchange, or by reason 
of the character of trading in the security on the exchange, such termination 
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Was necessary or appropriate in the public interest or for the protection 
of investors. 

It will readily be perceived that the second and third categories reflect the 
same basic approach. This approach may be described as an endeavor to create 
a fair field of competition among exchanges and between exchanges as a group 
and the over-the-counter markets and to allow each type of market to develop 
in accordance with its natural genius and consistently with the public interest. 

Under section 12 (f) (3), it is not the exchange but the Commis- 
sion Which decides what securities will be admitted to trading and 
then only after a public hearing in which all interested parties have an 
opportunity to be heard. Moreover, such privileges even when granted 
may be withdrawn or suspended by the Commission if it finds on ap- 
plication of interested broker or dealer or other person that, because 
there is inadequate public distribution of the security in the vicinity 
of the exchange, or inadequate public trading activity, or because of 
the character of the trading on the exchange, such withdrawal or sus- 
pension is in the public interest or for the protection of investors. 

With such safeguards in the hands of the Commission what logical 
reason can there be for repealing this provision of the statute? If 
the Commission should grant unlisted trading privileges for securi- 
ties in this category the investor certainly does not lose anything. 
He gains an additional market for his securities and the important 
advantage of an immediate public quotation of every transaction 
effected in the security on the exchange. 

We submit that retention of section 12 (f) (3) in the Securities 
Exchange Act of 1934 is in the public interest and for the protection 
of investors, and that the bill should be amended accordingly to bar 
its repeal. 

I should like to add one further note with respect to foreign issuers 
subject to the requirements of the bill. 

In view of the fact that such issuers cannot be expected voluntarily 
to comply with the bill and enforcement of its provisions against them 
may be impossible because they are outside this country’s jurisdiction, 
this committee should consider the advisability of exempting these 
securities in order not to deprive present and future holders of for- 
eign securities in this country of an American market. 

"Thank you very much. 

Senator Lenman. We thank you for your very interesting state- 
ment, Mr. McCormick. This question of the language in the first full 
paragraph of section 2 of the bill and your suggested amendment will 
receive very careful consideration. 

Mr. McCormick. Thank you. 

Senator Lenman. I think you have raised a point that justifies very 
careful consideration. 

With regard to the second objection, I had to ask Mr. Feldman about 
it because I was not entirely familiar with the provisions in the exist- 
ing act. You are talking now about securities which have been ad- 
mitted or may be admitted to the unlisted part of your trading ? 

Mr. McCormick. That is correct. 

Senator Leuman. What is the procedure at the present time with 

regard to that? 

Mr. McCormick. The statute as now written—and which was com- 
mented on at great length by Congressman Sam Rayburn in the few 
paragraphs I read—pr ovided that on the motion of the exchange with 
the approval of the SEC we could add to our unlisted trading list. In 
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passing that particular section, Senator, the Congress specified cer- 
tain very specific standards that had to be met by those companies be- 
fore we could even petition the SEC to consider whether or not it was 

n the public interest to create an auction or exchange market in those 
securities. 

Senator LenmMan. When you say “we,” do you mean the exchange? 

Mr. McCormick. Before the exchange could even apply to the Com- 
mission for approval, the Congress ‘specified certain very specific 
standards that must be met by those companies. Basically, the stand- 
ards were that those companies had to meet all the requirements that 
the 1934 act required of a listed company. That is, they had to subject 
themselves to annual and periodic reports. They had to agree to pro- 
vide proxy statements where they solicited votes of stockholders. They 
had to restrict. the trading of insiders. 

As a practical matter, Senator, very few companies legally or other- 
wise meet those standards. A few of them under the U tility Holding 
Company Act—certain holding companies which under the 1935 act 
were required to meet those standards—were eligible. And a few 
of what we call closed-in investment trusts under the 1940 act had 
to meet. those standards. However, most of those companies were 
already fully listed on the various exchanges anyway, so for all prac- 
tical purposes section 12 (f) (3) wasa de: ad letter. 

However, I say that Congress very wisely provided that under cer- 
tain circumstances the unlisted trading list should be expanded if 
it met certain standards. And here before you now is a bill which 
will require certain companies to meet the standards of a listed com- 
pany, and I say that at this time it is unwise to repeal section 12 (f) 
(3) because we must recognize that, even meeting the standards of 
a listed company, an exchange cannot trade in those securities unless 
they apply to the SEC, go through a public hearing, and get a find- 
ing—an actual, specific ‘finding—by the Commission that, in their 
opinion, it is in the public interest for these securities and these se- 
curity holders to have the benefit of an auction market, which basically 
means a centralized trading place and a print of the price at which 
every transaction is completed. 

Senator Lenman. Let me ask you this: Is it your point that the 
issuer should have nothing to say about whether securities of the 
company are traded in on an exchange? 

Mr. McCormick. I think the issuer should be invited to attend the 
public hearing at which the SEC decides this matter, yes. 

‘ Senator Lenman. But suppose they did not want their securities 
sted ? 

Mr. McCormick. I think if the Commission finds that it is in the 
public interest to have an auction market, that should be final. 

Senator Leaman. What provision is there under the regulations 
of the SEC or the policy of the exchange to make certain that a 
company whose securities have been admitted to the unlisted branch 
of your exchange but who have not been the applicant themselves will 
follow the rules covering proxies? 

Mr. ee. As a matter of fact, Senator, at the present time 
there is none except in the two categories I mentioned—the holdin 
companies under the 1935 act that were required to do so by law an 
the closed-end investment trusts under the 1940 act which are by law 
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required to meet those requirements. Today there is no compulsion. 
If you pass the bill that you are now considering, then a large num- 
ber of these unlisted companies will by law be required to meet those 
requirements. 

Senator Lenman. All right. Two other questions. In the last 
paragraph of your statement you say: 

I should like to add one further note with respect to foreign issuers subject 
to the requirements of the bill. In view of the fact that such issuers cannot 
be expected voluntarily to comply with the bill and enforcement of its provi- 
sions against them may be impossible because they are outside this country’s 
jurisdiction, this committee should consider the advisability of exempting these 
securities in order not to deprive present and future holders of foreign securities 
in this country of an American market. 

Have you foreign securities listed ? 

Mr. McCormick. Yes; we do have. I would like to explain that, 
Senator. As we all know, Senator Fulbright has also introduced an- 
other bill which is directed to the problem of the sale of unregistered 
securities under the 1933 act into this country. This bill is directed 
toward the problem of trading outstanding securities rather than 
applying to the sale or share pushing of new shares into this country. 

I have specific reference, for example on our exchange, to British 
American Oil, Imperial Oil, the two largest integrated oil companies 
in Canada; International Petroleaum—International and Imperial 
being two very substantial subsidiaries or companies controlled by 
Standard of New Jersey. Iam also referring more to those secur ities 
traded now over the counter. Phillips—that is the G. E. of Europe— 
Lever Bros., probably the lar gest soap and detergent manufacturer in 
the world; Shell Transport; and De Beers Mining Co. Those securi- 
ties are widely held in this country, and they are bought and sold be- 
tween individuals in this country through the hands of brokers. 

Unless an exemption is given and unless these companies volun- 
tarily agree to meet this bill, you legally are suspending trading. 
Sales by Americans—and they have tremendous holdings in all those 
companies I mentioned—will have to be made in England and in Paris 
and in South Africa, and Americans will not be able to buy them 
through brokers. 

My belief is that legislatively the Senate should make the exemption 
at this time. 

The bill now provides that the SEC shall make up its mind. I 
think it is such a clear-cut issue and of such vital importance to 
American investors that the Senate itself should make the decision. 

Senator Leuman. Well, the SEC has the discretion; have they not? 

Mr. McCormick. Under the bill you grant them discretion. 

Senator Lenman. Yes. 

Mr. McCormick. At the present time, Senator, brokerage houses 
buy and sell all those securities. I am speaking of outstanding securi- 
ties. Iam speaking of trading activities as distinguished from under- 
writing. They are free to buy and sell. As a matter of fact, many 
of these stocks are very popular today because of the economic recovery 
of so many of those nations. 

Today you have very active markets in Lever, in Phillips, in De 
Beers, and there are many holders. I am fearful that if the Senate 
does not clearly exempt these securities there will be a very serious 
problem in the event American investors attempt to dispose of them. 
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The way I read the bill, unless the SEC exempts them, they will have 
to go outside the country to dispose of them. 

Senator Lenman. Well, the SEC has that discretionary power 

Mr. McCormick. You propose to give it to them, Senator. But I 
feel it is a matter of such great moment that the legislature should 
take care of it. 

Senator Lenman. Well, now, the companies that you mentioned 
are, of course, all reputable, large companies. 

Mr. McCormick. Yes, sir. 

Senator Lenn. But as I understand it, you want to give a blanket 
exemption for all foreign securities. We have had over the years a 
number of very bitter experiences where foreign securities were dealt 
in over the counter or otherwise and turned very sour. 

[ can follow your saying that if this thing was made too rigid it 
might interfere with the trading of securities of very reputable com- 
panies. On the other hand, it seems to me if you put in a blanket ex- 
emption for all foreign securities there would be no protection what- 
soever and anybody could trade in anything they wanted. 

Mr. McCormick. Well, I might summarize this, Senator. If we 
had the jurisdiction over the companies I would have no hesitancy to 
say there is no reason for an exemption. But the fact of the matter 
is we do not. I think Phillips and Lever Bros. and many of these 
other companies would be fully listed today if they desired to give the 
information that you now propose to impose. 

Now, I do not want to say that they will not eventually provide the 
information and will not eventually list. I will say further that all 
the big exchanges in the country are trying to get them listed. But 
at the moment they have not chosen to give the information, and if 
you pass a bill there is no assurance they will choose to provide the 
information. In that event you are completely depriving investors 
in the United States of the opportunity of buying and selling in an 
American market. 

Senator Leuman. No, you are not, as I interpret the law. You will 
not completely deprive them of that because there is discretionary 
power in the SEC to permit them to be dealt in even though the issuer 
does not make the application. Is that not a fact? 

Mr. McCormick. That is correct. If I was confident that the SEC 
would take the view that I am expressing here and exempt certain 
of these companies, I would not be taking your time to ask that you 
take care of it legislatively. 

But I think it 1s an important thing, and I think the legislative his- 
tory of this bill should indicate quite clearly that there is serious 
concern on the part of those of us in the business about the possibility 
of actually damaging the position of investors in this country. 

Senator Lenman,. Well, now, in the companies you have mentioned, 
these large, strong companies, have all or any of them made applica- 
tion for listing privileges? 

Mr. McCormick. For unlisted trading privileges? 

Senator Lenman. Yes. 

Mr. McCormick. Not recently. We have a number that were 
traded prior to the passage of the 1936 section of the 1934 act. Asa 
matter of fact, within the last year or 18 months such large companies 
as Royal Dutch has fully listed on the New York § Stock Exchange, 
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A. K. U., one of the largest rayon fiber companies in the world has 
listed on the American Stock Exe ‘hange, and Simca, the second largest 
independent producer of automobiles in France, is listed on the Ame 
ican Stock Exchange. 

We are working on all these, Senator, and we intend and are hopeful 
that we will get most of them on. That is the w ay we prefer it. But 
I think that the Senate should be quite clear in its own mind that until 
you get full listing and unless you give at least certain exemptions, you 

are going to damage the position of American investors in foreign 
securities. That is ey my only point. 

Senator Lenman. Take a company like Imperial Oil. Is that ad- 
mitted to trading? 

Mr. McCormick. That is admitted to unlisted trading on the Amer- 
ican Stock Exchange. 

Senator Leuman. On the application of the company ? 

Mr. McCormick. No. As a matter of fact, we started listing that 
prior to the passage of the 1934 act. Incidentally, so far as I know, 
they are very happy. about their market. 

Senator Leaman. As I understand the bill, trading is suspended 
in respect of these foreign securities only if the foreign securities. do 
not comply with the provisions of the bill. Why should they not be 
required to comply if they want to sell to Americans? 

Mr. McCormick. If you had jurisdiction over them, Senator, I 
would say there is no reason. But the fact of the matter is that Amer- 
icans have found Lever Bros. a very attractive investment. They 
have found Phillips a very attractive investment, and Shell Trans- 
port a very attractive investment, and De Beers. They have bought. 
They are owners of very substantial numbers of shares in those com- 
panies and many other companies. All the big companies in the 
world, for practical purposes. Very few of them are listed, and very 
few are traded on an unlisted basis. They are now investors and 
owners. They may not choose voluntarily to meet the provisions 
of the Fulbright bill, and if they do not choose to, Senator, you must 
recognize the position ° you are putting g at least the present investors in. 
You are going to force them to go outside of the country to dispose 
of their securities. 

Senator Lenman. No, I do not think I made myself clear. I am not 
seeking to exclude from trading privileges companies of the caliber 
that you have stated. Undoubtedly there are many others of that 

caliber which are not being traded in at the present time. On the 
pest hand, I think that it may be dangerous to give a blanket exemp- 
tion to all foreign securities when we do not know what kind of securi- 
ties they are and we would have no control over them whatsoever. 

Mr. McCormick. Senator, I am actually being the devil’s advocate 
more than anything else. I think the market most concerned in the 
point I am m: king here is the over-the-counter market. If you do 
grant a blanket exemption or any kind of exemption, that means they 
do not meet the requirements of section 12 (f) (3). It won’t help me 
any. I can’t put them on and trade them unlisted because they do 
not meet the basic standards of section 12 (f) (8). I gain nothing by 


your granting that exemption except to the extent of the companies I 
am now trading. 
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| think you would create havoc if you throw off the American Stock 
Exchange Imperial Oil, British American Oil, Massey Harris, the 
largest producer of farm equipment in Canada; Simpson Sears, the 
Sears affiliate in Canada, all traded on an unlisted basis. If they do 

ot choose to meet the provisions of this bill, the holders—and they 
are very substantial holders, a lot of these stocks being held by insti- 
tutions—must seek a Canadian market for disposal and trading of 
those securities. 

Senator Lenman. Again I want to say that there is no disposition 
so far as I know to throw off the exchange the securities of companies 

such as you have listed, and no doubt many other fine companies 
which you have not mentioned here. But, after all, this bill is di- 
rected to the protection of the purchasers of over-the-counter securi- 
ties just as much as purchasers on the exchanges, on the organized 
exchanges. I am seeking a way, if it can be found, by which we will 
not deprive companies that meet certain qualifications and subject 
themselves to certain tests. I am not seeking to throw them off. I 
am trying to find a way by which they can be ‘kept. that their trading 
priv ileges or sales privileges may be maintained, without at the same 
time opening the door absolutely wide to the sale without any super- 
vision of all of foreign securities. That would seem to me an unwise 
thing to do. 

lake the question of some of these wildcat uranium companies up 
in Canada or wildcat, irresponsible oil companies which may have 
large capitalization, which may meet with some of the provisions of 
this bill. If we exempt them as a whole without any limitation what- 
soever, it would seem to me we might easily do the investors of this 
country # serious injustice. 

Mr. McCormick. I would like just the opportunity of clarifying 
my position on this foreign issue. I am not saying that all companies 
whose shares are bought ‘and sold in this country that have 500 stock- 
holders and $5 million of assets should not be subjected to the bill if 
you have the power and can accomplish it. I am saying that I have 
some reservations and doubt that you can accomplish it with respect to 
at least certain foreign securities. I am trying to impress upon the 
committee the fact that it should consider very seriously the impact 
of failing to have any exemption in the bill itself and finding itself 
in a position where it has deprived the citizens of this country of an 
American market for outstanding foreign certificates. 

Senator Lenman. Well, I am not going to continue the discussion 
on this particular point any longer, but, Mr. McCormick, do you have 
any amendment today that would protect the companies you have 
mentioned and other similar companies but would not permit other 
irresponsible companies to have the benefit of an American market 
without any supervision whatsoever ? 

Mr. McCormick. I have not gone that far, Senator, but I would 
be very happy to submit to the committee what might in my opinion 
be a workable answer. My only purpose of putting the concluding 
paragraph in my statement was that I do think it is a serious problem 
and I was fearful that the impact of letting the bill pass as is was 
not fully comprehended. I think it is a serious matter. 

Senator Lepman. You will submit a memorandum? 

Mr. McCormick. I will be very happy to. 
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(The information referred to follows :) 


AMERICAN Stock EXCHANGE, 
New York, July 8, 1955. 
Hon. Herbert H. LEHMAN, 
Chairman, Subcommittee of Committee on Banking and Currency, 
Senate Office Building, Washington, D. C. 

My Dear Senator: In the course of my appearance before your subcommittee 
on July 1, 1955, you suggested that I might submit a proposed amendment to 
S. 2054 with reference to foreign issuers. The following proposed amendment 
would exempt from the requirements of the bill any foreign issuer whose securi- 
ties have had a long established market in this country. The amendment would 
be inserted as a new subparagraph (G) at the end of proposed section 12 (g) (2) 
and reads as follows: 

“(G) any foreign issuer, any security, or receipt for any security of which has 
been regularly traded or quoted on any securities market within the United 
States or in any State for a period of at least five years prior to the effective date 
of this Act.” 

| think that such a provision would permit the continuance of trading in 
seasoned foreign issues and, at the same time, afford no protection to any recent 
issues which you might consider should not be granted an exemption from the 
requirements of the bill. 

I may add one further general note in this context. In considering the en- 
forceability of the provisions of the bill with reference to foreign issuers, the 
subcommittee might well advert to the fact that many foreign companies both on 
the continent and in Great Britain issue “ordinary shares” to their shareowners, 
which shares are not registered in the name of the holder but have the anonymity 
characteristic of our bearer bonds. In such cases it would be difficult, if not 
impossible, for the Commission or the issuer to establish with any degree of 
certainty the actual number of shareholders in the company and consequently 
whether the provisions of the bill were applicable to the company. 

If there is any way this exchange can be of further assistance to your subcom- 
mittee in this or any related matter, please let me know. 

Sincerely, 
Epwarp T. McCormick, President. 


Senator Lenman. I am going to ask the New York Stock Exchange 
todo the same. (See p. 1098.) 

Mr. McCormick. Fine. 

Senator Leuman. Possibly the over-the-counter dealers’ asociation. 

Mr. McCormick. I think the over-the-counter dealers should too. 

Senator Lenman. We would like to have that as soon as possible 
because we hope to give consideration by the full committee to this bill 
before we get very much farther. 

Mr. McCormick. Right. 

Senator Lenman. So please keep in touch with the staff. 

Mr. McCormick. As you know, Senator, there are many New York 
houses—Model, Roland & Stone; Carl Marks; Carl M. Loeb; Rhoades 
& Co.—that deal very extensively in these foreign securities and have 
many, many customers in the securities. I will take it upon myself to 
contact these firms, who I think might be very helpful to us in trying 
to arrive at 

Senator Lenman. I would like to have it. I think an important 
reason is that when I was still in the securities business I saw a number 
of very unhappy developments where we investment bankers were so 
hungry for business that we would sometimes—some of them—I hope 
not my firm, but some of them—would go out and seek business of 
companies that really did not justify the confidence of the American 
public, and as a result there was a good deal of money lost in the twen- 
ties and part of the thirties by this. I want to seek to avoid that. 

Mr. McCormick. Fine. Very good, sir. 
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Senator LeumMan. Just one more question. Have you a copy of the 
bill? 

Mr. McCormick. Yes, sir. 

Senator Lenman. Will you turn to page 2 starting on line 12. 
“The provisions of this subsection shall not apply in respect of any 
security issued”—and then it enumerates A, B, C, D, E, and F. Have 
you any comment to make about those ? 

* Mr. McCormick. Senator, I am aware that a previous witness has 
suggested a lower figure, and I know Senator Frear suggested a lower 
figure. I think the area of difference between the figures that have 
been suggested is so small that either one would be acceptable to me. 
I think either one would make a lot of sense. So that asa consequence, 
| personally and our exchange do not interpose any objection to the 

figures that are suggested in the bill. 

Senator Lenman. As to (D), which would exempt bank stocks, 
how do you feel about that? 

Mr. McCormick. Well, frankly, Senator, the bank group is so well 
regulated by other governmental agencies that I have always felt, 
when I was with the Government and since leav ing, that there is not 
the impelling need for the type of regulation that is provided in the 
1934 act. 

Senator Lenman. They are not regulated with regard to proxies. 
They are regulated, of course, with regard to their integrity and 
solvency, but they are not regulated so far as I know save for those 
that are listed on one of the organized exchanges—— 

Mr. McCormick. Of which there are none. 

Senator Lenman. As to proxies. And you have a very few. 

Mr. McCormick. None of them. 

Senator Lenman. I do not think the New York Stock Exchange 
has more than a handful. 

Mr. McCormick. It has none. It had one—the Corn Exchange. 
When it merged with Chemical, it disappeared. 

Senator Leuman. I thought it had more than that, but at any rate 
there is no supervision w ith regard to proxies. Every bank can go 
ahead and solicit proxies in exactly t the manner that seems most 
desirable to it and without giving the public the information which 
I think the stockholder is entitled to when he is asked to give his 
proxy. 

Mr. McCormick. I was thinking in terms of the informational 
aspects and regulation. I cannot offhand, Senator, see any reason 
why a bank going to its stockholders and asking agreement on 
mergers and things of that sort should not meet the same require- 
ments as an industrial. 

Senator Lenman. They have no power to enforce that if they were 
exempted in this bill. 

Mr. McCormick. That is right. 

Senator Leuman. How about insurance companies? 

Mr. McCormick. I think they would be in the same category. 

Senator Lenman. All right. Do you have anything further to 
add ? 

Mr. McCormick. Nothing at all. 

Senator Lenman. Thank you very much. 

The next witness is Harold Wood, chairman of the board of gov- 
ernors of the National Association of Securities Dealers, Inc. 
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STATEMENT OF HAROLD E. WOOD, CHAIRMAN OF THE BOARD OF 
GOVERNORS, ACCOMPANIED BY GEORGE A. NEWTON, CHAIRMAN 
OF THE LEGISLATION COMMITTEE OF THE BOARD OF GOVER. 
NORS; WALLACE H. FULTON, EXECUTIVE DIRECTOR; AND JOHN 
W. LINDSEY, COUNSEL, NATIONAL ASSOCIATION OF SECURITIES 
DEALERS, INC. 


Senator Lenman. You have a prepared statement ? 

Mr. Woop. Yes, I have, Senator. 

Senator LeHman. We will be glad to have you read it and make 
such other comments as seem desirable. 

Mr. Woop. Thank you, sir. 

My name is Harold E. Wood, of St. Paul, Minn. I am president 
of Harold E. Wood & Co., of that city and chairman of the board 
of governors of the National Association of Securities Dealers, Inc. 

Associated with me in this statement and for such assistance to the 
committee as they can give are Mr. George A. Newton of G. H. Walker 
& Co., St. Louis, Mo., chairman of the legislation committee of our 
board of governors, Mr. Wallace H. Fulton, executive director of the 
association, and Mr. John W. Lindsey, counsel to the association. 

Senator Lenman. Are all these gentlemen here ? 

Mr. Woop. Yes. Mr. Lindsey and Mr. Newton are right behind 
me, and I may call on Mr. Newton for assistance in response to any 
questions by the committee. 

I appeared before this committee on March 8, when I endeavored 
to make a full exposition of the place and function of the National 
Association of Securities Dealers, Inc., in the regulatory scheme of 
the statutes administered by the Securities and Exchange Commis- 
sion with respect to brokers and dealers. Our association is the only 
registered securities association pursuant to the Maloney Act amend- 
ment to the Securities Exchange Act of 1934, adopted by the Con- 
gress in 1938, and has been regulating members’ practices since August 
1939. My testimony and my statement appear at pages 311 to 361 
of the printed transcript of those hearings. 

Our association requested the opportunity to appear before this 
committee in connection with this bill because of the interest of our 
members not only in this particular legislation but in any legislation 
which affects securities markets generally, or, of equal import, has 
an impact upon the corporations whose securities we underwrite and 
in which we trade. The statement which I here present has been 
approved by the executive committee of the board of governors. We 
are confident that what is stated here represents the preponderant 
view of this association. 

And in this connection, I would like to say that in the past 3 months 
we have traveled some 15,000 or 20,000 miles seeing dealers throughout 
the country, our members, and we feel that they are preponderantly 
for our position. 

I am here today to express our opposition to the enactment of this 
bill. Our opposition arises because section 1 of the bill provides 
broad and unnecessary corporate regulation of unlisted companies 
and the over-the-counter markets generally. 

The bill would impose on hundreds of corporations burdensome 
restrictions and onerous requirements in the preparation of reports 
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for which we find there is no need, either for the protection of stock- 
holders or the public. We know of no demand for this legislation 
from stockholders, prospective investors, or our own members. We 
noted little interest for such legislation in the recent hearings on 
the stock market. Such support as there was came principally from 
stock exchange representatives who have urged this type of legisla- 
tion, not only currently but in the past. Their exchanges compete 
with the over-the-counter markets for trading of securities of the 
corporations affected, and they are thus hopeful of attaining addi- 
tional listings of such securities on such exchanges. ; 

Parenthetically I would like to call attention to this fact. Seven 
of our twenty-one Governors are members of the New York Stock 
Exchange. They are all against it. And a large number of our other 
members who are members of the New York Stock Exchange are 
against it—men like Robert W. Baird, for example, of Milwaukee, 
of the old First Wisconsin Co., who is in my opinion one of the 
ablest men we have in our industry. 

And I call particular attention, because I think it is significant, to 
the fact that when, for example, Mr. Day testified the other day, he 
had to admit that he was testifying not for the Midwest Exchange 
but for himself individually because a number of his members were 
opposed to this legislation. In other words, it was an individual and 
not an exchange which was speaking. 

Information about corporations, whether listed or unlisted, is of 
paramount importance to stockholders, potential investors, and to the 
securities business generally. It is available. 

I refer the committee to my testimony at pages 317-318 of the 
printed transcript before this committee, in which I quoted directly 
from letters received by our association on March 2, 1955, from 
Moody’s Investors Service, Standard & Poor’s, and Fitch Investors 
Service. 

Fitch compiles and issues information on 1,104 corporations with 
1,326 issues of companies traded in the over-the-counter market. 
Moody’s provides information—and I do not describe their services 
completely—on 7,620 banks, insurance companies, real-estate com- 
panies and investment trust, 3,821 industrial corporations. 861 public 
utilities, and 1,245 transportation companies. The latter include 
railroads, airlines, shipping, traction, bus and truck lines. A prepon- 
derance of these Moody totals represent over-the-counter securities. 
Standard & Poor’s reports on 3,922 domestic corporations. the stocks 
of which are not listed on either the New York or American Stock 
Exchanges. 

I would call your attention to the fact that, as against this tremen- 
dous coverage of corporations whose securities are traded over the 
counter, we are advised that there were 3,614 fully listed securities 
on all exchanges, according to the Securities and Exchange Commis- 
sion, on June 30, 1954. P 

One other very significant thing, and I can’t emphasize this too 
much. These thousands of reports by corporations whose securities 
are traded in the over-the-counter market become available to the 
publie through these three statistical services because they are madeé 
available to these services and to the public through the voluntary 
action of the corporations themselves. These reports are in many 
cases quarterly and semiannual as well as annual. 
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In other words, these corporations are feeding out to the public at 
the same time they are feeding to the statistical services the informa- 
tion which we feel is more than adequi ite. 

The special reports made to the Congress in 1946 and 1950 by the 
Securities and Exchange Commission contained a list of corporations 
which were said not to have met all the standards of the rules of the 
Securities and Exchange Commission under the provisions of sections 
12, 13, 14, and 16 of this act. We wrote these companies on June 23, 
1955—that is only a week ago—requesting copies of financial and proxy 
information supplied to their stockholders. We find substantial in- 
formation is now being supplied to the stockholders of these companies. 

I brought with me, Senator Lehman, over a hundred of these re- 
ports, proxy statements and the like, and we would be very happy to 
make them available to you. It is a very significant contribution to 
this question of adequacy of information. They simply supplement 
what Mr. Boles showed yesterday in the way of reports, like Ameri- 
can Marietta that seemed to impress you a great deal. 

Senator Leuman. As I pointed out y esterday, we are not concerned 
about the American Marietta Co. 

Mr. Woop. It was just an indication. 

Senator Lenman. They are a reliable company. But we are con- 
cerned over those many companies which may be listed in Moody’s or 
Poor’s or Fitch or the other reporting services but, nonetheless, may 
not be very responsible companies. 

Mr. Woop. Through the process of continuing education and en- 
lightened stockholder relations, corporations generally have been sup- 
plying their stockholders with an ever-increasing amount of informa- 
tive material. 

We believe the information provided is adequate for the protection 
of the public, and this legislation, affecting a large but unknown 
number of corporations, is neither required nor necessary in the public 
interest. 

[ should like at this point to address myself to other aspects of this 
bill. 

Section 14 of the act imposes upon the companies affected the 
Securities and Exchange Commission rules relating to proxy solici- 
tation. In the material which we have received from the companies 
from which we have requested information, we have noted many 
examples of the form and type of proxy used ; and, while further 
study may be desirable, we have no present indication of abuses or 
biased presentation of matters vital to stockholders. 

Section 16 of the present Securities Exchange Act covers trading 
in corporate securities by so-called insiders. That section provides 
for reporting of such trading, for recapture by the corporation of 
short-term profits from trading by such insiders, and forbids short 
selling. This bill would apply these standards to the over-the- 
counter market. No abuses o this nature have come to our attention 
and, therefore, we see no justification for the extension of this section 
of the law. 

Moreover, we are concerned with the grant to the Securities and 
Exchange Commission of broad powers to define certain terms neces- 

sary to implement the provisions of the bill. We believe that such 
broad powers should not be granted to an administrative agency with- 
out compelling reasons. 
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For example: The Commission may exempt certain corporations; 

, must define certain terms; it has the power to determine if the 
law shall remain applicable even if the corporation no longer is spe- 
cifically covered by the terms of the bill; the power to define “assets” ; 
who are to be considered the 500 securities holders; and other cr iteria, 
Should not the Congress specifically study, recommend, and define 
cuides and standards for Commission action and acquaint corpora- 
tions affected with the intent of the Congress? 

We do not disagree with the provision relating to marginability 
for unlisted securities. The committee is aware of a great change 
in the markets since this legislation was last proposed in 1950. There- 
fore, we suggest there should be further study of this problem. 

Now, as to the serious consequences upon small business, we would 
like to make two points. First, we believe that many small businesses 
may be adversely affected by rules which require the revelation of 
information with respect to internal aspects of their business to their 
competitors, many of whom may be in a much stronger capital and 
competitive position, 

In that connection I would like to read three paragraphs from a 
letter that came in this morning from a small manufacturing com- 
pany. ‘They are very short, sir. 

We are a small company— 

This was transmitting their annual statement to us. 

We are a small company with approximately 750 stockholders, and at present 
we supply only a yearly statement and proxy as per enclosures. 

Years ago we supplied more detailed information, and our competitors, whose 


stock is family owned, used it to our advantage with our customers, and it 
meant a loss of business to us. 


Accordingly, we have since that time supplied only yearly information without 
sales figures. To require us to give complete information and more frequent, 
detailed reports would be a terrific hardship to this company. 

Senator Lruman. How big a company is that? 

Mr. Woop. I do not know. I did not have a chance this morning 
to look it up, Senator. It came in just as I was leaving to come here. 

Senator Lenman. Is that one of the many thousands of companies 
mentioned in your statement that make reports to these companies 
like Moody’s and Poor’s? 

Mr. Woon. Yes, because, you see, with the annual statement given, 
it would be in Moody’ sand ?oor’s. 

Senator Leman. If that is a matter of public interest, public 
use, Why shouldn’t they make that same kind of report or possibly a 
somewhat more detailed report to the SEC? 

Mr. Woop. Because if they make the more detailed report to the 
SEC it puts a tremendous burden on them in the first place. 

Senator Lenman. I am talking now about this argument that it 
gives the more powerful companies who are in competition with the 
little company an advantage, which I cannot see. And you have 
mentioned this company has 750 stockholders. 

Mr. Woop. Yes. 

Senator Lenman. Do you not think those 750 stockholders are 
entitled to protection, too ¢ 

Mr. Woop. Yes, I do, sir, and I think they get it. They get an an- 
nual statement. They get the annual statement, and they get the 
proxy statement. You see, he says—— 
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Senator Lenman. What is disclosed on the proxy statement? Is 
there any law governing that at all now? 

Mr. Woop. It is a standard form. It does not carry into all of the 
details of the SEC-required form. Most of our small companies do 
not. 

Senator Leuman. We have a great many letters, of course, from 
people urging the passage of this bill and recounting ‘their experiences 
with companies of which they are stockholders. 

Here is a letter that has been brought to my attention. This woman 
stockholder wrote for more information. She returned a proxy and 
complained that there was not sufficient information given in connec- 
tion with the proxies that were sent to her. This is more or less a 
typical letter. This letter is an acknowledgment of the communica- 
tion received from this stockholder. It is signed by the executive 
vice president of the company : 

The proxy which you returned unsigned but with a note attached was brought 
to the writer’s attention, and we note your objection to not having the opportunity 
to cast a negative vote if you so desire. 

We would like to state that our proxy meets all of the requirements for a 
corporation whose stock is listed only on over-the-counter, such as the case with— 
and then he mentions the company, whose name I will not divulge 
here. 

Mr. Woop. Yes. 

Senator Lenman. That certainly is not much of a protection for the 
stockholder, and it is not much of a concession from the management 
of the company, not much of an acknowledgment from the manage- 
ment of the company that the stockholders. are entitled (a) to full 
information before casting their vote, and (b) the right to vote either 
affirmatively or negatively. 

The trouble i is that, because there is no law requiring it, because the 
exemption is given to so many of these companies, that there may be 
all sorts of forms of proxies that are sent out. And there are many 
forms. Some contain the list of names of the directors to be voted on, 
giving their compensation, their salaries or other compensation, giving 
their security holdings in the company, and various other pertinent 
information. Many ‘of them do not contain that information at all. 
So there is no pr otection that is prescribed by law for the stockholders 
as far as proxies are concerned, 

I think there are many other things in which the stockholders need 
protection, but certainly in that particular respect there is no protec- 
tion granted to them. 

Mr. Woop. We find in our experience, the same as other over-the- 
counter dealers throughout the country, take in my city Weyerhaeuser 
for example or American Hoist & Derrick, their proxies do not reveal 
the holdings of common shares of the officers or directors. They do 
not show the salaries. But we have found in every case—and this is 
a general experience throughout the country—that if any stockholder 
wants to go to the company direct or personally‘ or if they want to go 
through the dealers who handle the stock to the management, the 
management will give the pertinent figures. 

I happen to know, for example, Weyerhaeuser is very much op- 
posed to this bill. I had lunch with them 2 weeks ago before I came 
ast. 





STOCK MARKET STUDY 1163 


Senator Leuman. Who is that? 

Mr. Woop. Weyerhaeuser. They are very much opposed to it. 
They simply say it is an onerous restriction td put these requirements 
in the bill and that “we will give any stockholder any information 
they want.” 

Senator Leuman. How big is Weyerhaeuser Co. ? 

Mr. Woon. It is an enormous company, of course. 

Senator Leaman. It has net earnings of somewhere between $30 
million and $50 million a year, has it not? 

Mr. Woop. That is right. And they have several thousand stock- 
holders. 

Senator LeHMAN. It does a gross business of several hundred 
million dollars. 

Mr. Woop. That is right. 

Senator Leaman. Do | you think a company of that size would be 
unduly or unreasonably burdened by complying with the provisions 
that are required in connection with the listed companies ? 

Mr. Woop. Well, their attitude is that regulation always grows 
upon itself or usually does and why saddle business with more when 
it is not necessary. 

Senator LeHmMan. Well, how do they feel about the SEC? 

Mr. Woop. They believe in the SEC. We all do. 

Senator Leuman. How did they feel when the SEC was set up? 

Mr. Woop. I do not know. 

Senator Leuman. How do you feel about the SEC ? 

Mr. Woop. i am all for the SEC. 

Senator Lenman, Do you feel it is doing a useful job? 

Mr. Woop. An excellent job, and I am all for it. 

Senator Lenman. Therefore, why should you object to a reason- 
able extension of the duties of the SEC? 

Mr. Woop. Because we think they are unnecessary, sir. 

Senator Leman. You mentioned the dollar amount of securities 
sold on the organized exchanges of the country. I think you men- 
tioned that. 

Mr. Woop. I mentioned the number of issues on the organized ex- 
changes. 

Senator LeumMan. Have you any idea of the value of the unlisted 
over-the-counter securities that are sold in this country? 

Mr. Woop. No. We have tried to get that. I tried to get it for the 
initial hearings in March, and it is impossible to do it ‘because any 
figures that we found would also include, for example, Government 
bonds as an unlisted security. 

The general impression and conclusion of the Wharton School, who 
have been doing a very elaborate five-volume study, as you know, 
of the over-the-counter market, is that the over-the-counter market 
in dollar volume is greater than the listed volume. 

Senator Leoman. Thank you very much for that information, be- 
cause that was going to be my next question. Do you not think, in 
view of the fact that the value of securities sold over the counter is 
actually greater than the aggregate of all the securities sold on the 
organized exchanges, that stockholders merit very careful consider- 
ation and, if possible, protection, of the Congress ? 

Mr. Woop. We have no quarrel with that. 


60650—55—pt. 2——19 
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We are for all of the information being available to the stock 
holders. We simple say that we do not think it is necessary. It is 
just another step in paternalism. 

Senator Leuman. Here is a letter, which I just read to you. You 
mentioned Weyerhaeuser and most of the other companies which you 
represent are willing to give the information required by stockholder: 
on application. But now here is a situation where in reply to a com- 
plaint of a stockholder the executive vice president of the company 
says, “We would like to state that our proxy meets all of the require- 
ments for a corporation whose stock is listed only on an over-the- 
counter, such as is the case of this company.” That is just exactly 
what the discussion is about. He says it meets all the requirements 
for securities listed only on or handled on an over-the-counter 

Mr. Woop. That does not mean anything. 

Senator LenmMan. That does not mean anything? 

Mr. Woop. No. 

Senator Lenman. That virtually says, “You are not entitled to any 
of this information.” 

Mr. Woop. But our contention is as a practical matter they are 
getting everything that is adequate and that safeguards their position. 

Senator Lenman. They are getting everything that the executive 
of the company feels is good for them or wants to give them. 

Mr. Woop. But in most of these companies 

Senator Lenman. And they are not required to give them anything. 

Mr. Woop. But in most of these companies, Senator, the number of 
shareholders is limited, the sponsorship is limited to a few houses, 
and they get the information indirectly if they do not get it directly, 
and therefore we see no reason for extension of regulation. 

Also, if you are being completely logical about it, this bill only 
covers the larger of the over-the-counter securities. 

Senator Lenaan. That is true. 

Mr. Woop. Yes. And it does not the smaller. It is the same thing. 

The exchange is crying all the time about “double standard” and 
“competitive.” This double standard only goes down a little ways. 

Senator Leuman. Well, I do not agree with you on that, because 
the reason that the figures of $5 million in assets and 500 stockholders 
were included in the tentative draft of this bill was that we felt that 
it was not wise to undertake too burdensome an undertaking at the 
start because the number of companies to be covered by this law could, 
of course, be extended later as experience justified. 

But now let me ask you how many companies do you feel, if we 
maintain this limit of $5 million and 500 stockholders, would be 
affected ? 

Mr. Woon. I frankly do not know. I have seen that figure of 1,300. 
I have seen figures up to 2,000. Mr. Boles, for example, suggested yes- 
terday there might be 500 in Ohio alone. Well, if there are 500 in 
Ohio alone, there must be thousands of them. I haven’t the least 
idea, sir. 

Senator Lenman. Of course, the best information we have is that 
it would be somewhere around 1,200. 

Mr. Woon. Around 1,200? 

Senator Lenman. 1,200. It might run higher than that. It might 
be lower. But that is the best information we can get. 
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Mr. Woop. May I continue? I just have one more page, Senator. 

Senator Busu. Has the Weyerhaeuser Co. ever filed a registration 
statement ¢ 

Mr. Woop. No; they never have, never had any public offering of 
stock. It has all come through the Weyerhaeuser estates as the older 
men died. 

Senator Busu. Do you know how many stockholders they have 
now ? 

Mr. Woop. No. I tried to find that yesterday in Moody’s Manual 
ind I could not. I know it is several thousand. It is a very broad 
market now. 

Senator Lenman. Did I interrupt you? 

Mr. Woon. I had one more page if I may, sir. 

Senator Lenman. All right. 

Mr. Woop. This is as to the serious consequences. Second, costs 
for accounting, legal services, and records are sure to increase greatly. 
[ am not touching upon additional cost to the Government. 

In conclusion, it is our clear conviction that the over-the-counter 
markets are being operated in an orderly and well regulated manner 
that these markets serve the best interests of the public, investors, 
corporations, and the securities business generally; and that there is 
no need for the imposition of additional expensive and burdensome 
regulations on American business and industry. 

Senator Bus. May I ask a question, Mr. C hairman? 

Senator Lerman. Yes. 

Senator Busy. Do you know any of the State commissioners of 
securities or whatever they call them? They seem to have different 
names in different States, but you know what I mean. 


Mr. Woop. Yes. 


Senator Bus. You know the official I am thinking about. 

Mr. Woop. Yes. 

Senator Busy. Have you, as president of this association, sensed 
any demand by the commissioners for this additional regulation ? 

Mr. Woop. No, sir; not a bit. 

Senator Bus. You have not? 

Mr. Woop. No; I have not. The only attitude, Senator Bush, 
that I have seen on it at all is our own State commissioner in Minne- 
sota. We are supposed to be one of the most rigorously regulated 
States. He takes the position, I know, that he gets adequate informa- 
tion on any issue traded in the State and that this is unnecessary. 

Senator Busn. He does not favor this? 

Mr. Woop. That is right. 

Senator Lenman. Mr. Wood, I have not read the full report of 
these hearings that were held on the Frear bill, S. 2408, in 1950, that 
bill being very similar to this bill. 

Mr. Woop. Yes. 

Senator Lenman. I notice that two of the officers of your associa- 
tion testified in favor of this bill. 

Mr. Woop. That is right. 


Senator Leuman. I just want to read part of the testimony. I 


want to again explain that I have not studied this full text. One 
s Mr. Evans—— 
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Mr. Woop. He was our chairman. 

Senator Lenman. Chairman of the board of governors. 

Senator Busu. Will the chairman tell us what page he is reading 
from? 

Senator LeHman. Page 56. He states: 

In conclusion I wish to restate that subject to the foregoing suggested changes 
which relate to the collateral aspects of this bill the board of governors of the 
National Association of Securities Dealers, Inc., believes in and supports the 
basic principle of this bill that a stockholder is entitled to basic information 
concerning the company in which he holds securities. 

Mr. Woop. That’s right. 

Senator Lenman. And then on the s: nae page, Senator Bush, a little 
further down, Mr. Dunne testified. I do not know what position he 
holds or held. 

Mr. Woop. I do not know Mr. Dunne. He is not identified with our 
association. No, he was not identified with our association. He was 
with the New York Securities Dealers Association which has no rela- 
tionship to us. 

Senator Leuman. What I have quoted from is headed on page 53: 
“Statement of Clement A. Evans, Chairman, Board of Governors, 
National Association of Securities Dez ulers, ‘Ine.., accompanied by 
Frank Dunne of Dunne & Co. of New York, N. Y.” 

Mr. Dunne says: 

Senator, I have little to add other than to say that as a small over-the-counter 


dealer I favor the bill. I think it is in the public interest, but it doesn’t go far 
enough in the public interest. 


Mr. Woop. We have reversed our position, Senator, since 1950. We 


have done it after a great deal of study. I have been on the board 3 
years. At practic ally every meeting the discussion comes up about the 
potential possibility of reintroduction of the Frear bill and this bill. 
And we came very definitely to the conclusion that whatever might 
have been the situation in 1950 that now it wasn’t necessary, and we 
are unanimous in that change in position. 

Senator Lenman. Did you want to ask any questions, Senator Bush? 

Senator Busu. No, sir; I do not think so. 

Senator Lenman. I am not going to delay this hearing. I want 
to read this over and possibly put it in the record. But I think we will 
go ahead. I know that you have other engagements, Senator. 

If you do not mind retiring now for a little while, Mr. Wood, I will 
recall you undoubtedly. 

Mr. Woop. May I make one remark ? 

Senator Lenman. Yes. 

Mr. Woop. Senator Lehman, we have prepared some additional 
comments with respect to the technical aspects of the bill. These 
comments are in the process of being mimeographed now, and I would 
appreciate the privilege of sending them to the clerk of the commit- 
tee for inclusion in the record with my testimony. 

Senator Lenman. There being no objection- 

Mr. Woop. It is a purely technical thing, such as the discretionary 
powers to the Commission on this proposed bill. 

Senator Lenman. There being no objection, so ordered. 
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(The statement and comments referred to follow :) 


STATEMENT OF NATIONAL ASSOCIATION OF SECURITIES DEALERS, IN¢ 
NEw York, N. Y. 


A special committee of the board of governors and the advisory council of the 
association rendered a report to the board relating to the Frear bill, S. 2408, 
at the recent meeting on October 5-6, 1949. This bill in general proposes 

mendments to sections 12, 13, 14, and 16 of the Securities Exchange Act of 
1934 and is similar to a bill which was introduced into the 79th Congress in 
1946 at the instance of the Securities and Exchange Commission. At that time, 
committees of the association representing all districts made thorough studies 
of the bill and without exception were opposed to the bill as written. This 
matter has been on the agenda of the board of governors for discussion at 
yarious times since June 1946. The board did not determine association policy 
with respect to the proposal prior to this time because this proposal was not 
reintroduced into the 80th Congress. In the spring of 1949 information avail- 
able to the association indicated that these proposals contained in this bill 
were again being actively considered. At that time a special committee to study 
the proposal was appointed by the chairman. This committee rendered a report 
to the meeting of the board of governors on October 5, 1949. 

The basic approach of the committee in recommending a policy for associa- 
tion action, was to determine the logical basis for the provisions and require- 
ments of the bill and the obvious results of the adoption of the bill from the 
point of view of the public interest, investors generally and the membership 
of the association. 

The committee stated that it could not agree with the specific proposal in the 
form presently before the Congress but it did not believe that the association and 
the investment banking and securities business should take a position which 
*was contrary to the principle that a stockholder should be entitled to certain basic 
information about this company. It was their further opinion that the criterion 
of whether or not a stockholder is entitled to such information should not be 
whether or not a security is listed. On that basis the committee recommended 
that the association’s board of governors, district committees and members go 
on record iv favor of the stated basic disclosure principles of the bill, that stock- 
holders are entitled to certain basic information about their companies, provided 
certain other aspects of the bill be altered. The committee was of the opinion 
that unless changes were made with respect to certain collateral features of the 
bill that the results which must necessarily follow from adoption in the present 
form would not be in the public interest and would not be in the interest of 
investors or the membership of the association and would be discriminatory 
against investors and the over-the-counter markets. 

The committee recommended, therefore, agreement with the basic principle 
that a stockholder is entitled to complete information about his company whether 
or not the securities of the company are listed. The committee was of the opinion 
that a study should be made to determine whether or not the figure stated in the 
bill of $8 million in gross assets and 300 stockholders should be the dividing line 
for a determination as to whether the requirements of these sections of the Secu- 
rities Exchange Act of 1934, and regulations, thereunder, should be applicable. 
It was suggested that additional information should be presented to the Commis- 
sion and to the Congress by trade and management associations representing in- 
dustry with respect to this problem as well as such information as could be 
obtained by the staff of the association. 

The committee recommended that the board of governors should support this 
proposal, provided, and only provided, that certain amendments thereto be 
adopted which would clearly delineate and clearly define in the public interest 
the proper scope and function of the over-the-counter and auction markets by a 
realistic appraisal and in a manner which would enhance competition between 
over-the-counter and auction markets. The suggestions which were made to 
carry out this phase of the committee recommendations were as follows: 

1. That the provisions of section 12 (f) (3) of the Securities Exchange 
Act of 1934 permitting the extension of unlisted trading privileges on ex- 
changes to securities not listed on any other exchange, be completely elimi- 
nated from the act and that the only unlisted trading privileges to be re- 
tained in the act, be those pursuant to section 12 (f) (2) which encompasses 
the situation in which one exchange may obtain unlisted trading privileges 
with respect to a security fully listed on some other exchange. 
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With the exception of the provision contained in section 12 (f) (2) of the 
act, the committee recommended that hereafter all securities should be traded 
on either a fully listed basis on an exchange or in the over-the-counte: 
markets. 

2. That the 1934 act be amended to permit securities whether listed or 
unlisted, if subject to the requirements of registration under the 1934 act, 
and wherever traded, to be eligible for margin. To maintain the present 
status of restricting the privilege of marginability to listed securities, would 
be a continuation of a discrimination against the over-the-counter markets 
which has too long existed. 

3. The establishment of standards for delisting of securities fully listed 
on exchanges where the record of trading has been such as to indicate that 
the securities are not susceptible of auction trading, and some mechanism 
and procedures be established whereby a periodic review of listed securities 
should be had to determine whether or not, delisting, with respect to any of 
them, should take place. This proposal was felt necessary by the commit- 
tee to promote competition between listed and unlisted markets and, properly 
to delineate between the functions of auction and over-the-counter markets, 
and to properly promote marketability in its best aspects in each type of 
market. 

4. The inclusion of standards in the statute which would be used in deter- 
mining whether or not a security should or should not be admitted to full 
listing and trading on an exchange. This proposal is again an endeavor to 
promote better marketability on whatever market for a given security for 
the benefit of investors and stockholders. 

It was the conclusion of the committee that the best interests of the public and 
the investor would be served if the securities markets are made truly competitive 
along the lines suggested, and it was recommended that appearances be made 
before the appropriate committees of the Congress in support of this position. 

After consideration of the foregoing report the Board of Governors expressed 
agreement therewith and adopted this approach as the policy of the Board of 
Governors. The Board of Governors was of the opinion, however, that before 
it should advocate for inclusion in the statute any provision which would set 
forth standards for either listing or delisting of fully listed securities, that con- 
ferences should be held with officials of registered exchanges in an endeavor to 
solve the problem of listing and delisting securities which could be supported by 
all segments of the investment banking and securities business in the interest of 
stockholders and investors. It was hoped that a practical approach would be 
developed which would be agreeable to all segments of the industry and which 
would at the same time promote true marketability and true competition between 
the listed and over-the-counter markets without advocating a proposal to amend 
the act to include standards for listing or delisting of securities on exchanges. 

It was the sense of the meeting that as the membership of the association rep- 
resents every segment of the investment banking business within it, that it was 
the obligation of the association to promote and sponsor in the public interest 
as well as the interest of its members thorough and true competition between 
the two markets. During discussions of this report, it was recognized that there 
were some securities on exchanges at the present time which are not susceptible 
to exchange trading and the maintenance of such trading under such circum- 
stances on exchanges might not be in the public interest. By the same token, it 
was recognized that there were some securities in over-the-counter markets 
which were susceptible of exchange trading and that perhaps the public interest 
would be better served if such securities were fully listed. 

The foregoing report with the modification stated with respect to an inclusion 
in the act of standards of listing and delisting of securities on exchanges was 
adopted by the Board of Governors unanimously. 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC., 


Washington, D. C., July 8, 1955. 
Mr. J. H. YINGLING, 


Clerk, Banking and Currency Committee, United States Senate, 
Senate Office Building, Washington, D. C. 
Dear Mk. YrNGLING: Mr. Harold E. Wood, chairman of the board of governors 
of this association, appeared before the committee on Friday, July 1, 1955. At 
that time he requested the opportunity to supplement his remarks with respect 
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to technical aspects of the bill. That additional statement is herewith enclosed, 
ind should be inserted at page 259 of the typewritten transcript of hearings. 
Very truly yours, 
WALLACE H. Futon, Evrecutive Director. 


MEMORANDUM WITH RESPECT TO SPECIFIC PROVISIONS oF S. 2054 


The Commission is granted power under subsections (g) (3), (4), (5), (6), and 

7) to exercise broad rulemaking power and to define terms used in the bill, with- 
ut any guidance from the Congress. Such guidance and standards should be set 
forth in the act and in the legislative history. Specifically, the Commission is 
empowered under section (g) (3) to exempt by rules and regulations any issuer, 
security, transaction, or person unconditionally or upon such terms and conditions 
as May appear to the Commission to be necessary or appropriate in the public 
interest. The Commission is further empowered to exempt issuers not engaged 
in interstate commerce and foreign issuers under certain conditions. 

Section (g) (6) empowers the Commission to define the phrases “less than $5 
million in assets” and “held directly or indirectly by fewer than 500 
yersons.” Section (g) (5) provides power in the Commission to control the con- 

inuation of registration without discretion in the corporation itself in the 
event the corporation’s assets fall below $5 million and securities holders to less 
than 500. Section (g¢) (4) provides for exemption by rule of the Securities and 
Exchange Commission of issuers who file information, ete., under other statutes. 

It is respectfully submitted that to the extent possible this committee and the 
Congress should define the areas and direction of the Commission shall take in 
exercising this broad rulemaking power and, to the extent possible, set forth in 
jegislative language definitions applicable to the circumstances presented. 

For example: 

(1) Investment companies registered with the Securities and Exchange Com- 
mission, public utility holding companies, or other companies registered under 
the Public Utility Company Holding Act of 1935, should be specifically exempted 
in the bill. 

(2) Subsection (g) (5) should provide that when a certified audit of a corpo- 
ration discloses that its assets are less than $5 million or the number of its stock- 
holders falls below 500, that corporation shall automatically without action by 
the Securities and Exchange Commission be exempted from the provisions of the 
act upon the filing of that information with the Commission. 

(3) The language in subsection (g) (6), “held directly or indirectly by tewer 
than 500 persons,” should be deleted and language should be substituted in sub- 
section (g) (2) B as follows: 

“Any issuer, the common stock of which is held by fewer than five hundred 
persons”, thus eliminating the language “held directly or indirectly” and sub- 
stituting “common stock” for “securities.” 

(4) The Congress should either in the statute or in the committee report re- 
quire the Commission to follow recognized principles of accounting in defining 
the phrase, “less than $5 million in assets.” 

(5) The language in subsection (g) (6) reading as follows: “any portion 
thereof” should be deleted because it is unnecessary and indefinite in meaning, 

In addition to the suggestions above made, it is believed essential that at every 
point in the statute in which the word “securities” is used, the correct and ap- 
propriate language should be “holders of common stock” to eliminate the appli- 
cation of these provisions to corporations with various types of debt securities 
outstanding ; for example, bearer bonds, 

The entire application of this bill to present section 12 (f) should have further 
study before there is legislation. 

Section (2) of the bill relates to the present subsection (f) of section 12 of the 
Securities Exchange Act of 1934. It is suggested that if, as we understand it, 
it is intended to eliminate section 12 (f) (3) of the present act, this be done 
explicitly, inasmuch as there is some question that the drafting technique used 
does not precisely eliminate present section 12 (f) (3) as intended. 

It is also suggested that section 12 (f) be amended to provide that securities 
now traded on exchanges on an unlisted basis pursuant to section 12 (f) (1) 
be required to become either fully listed or dropped from such unlisted trading 
privileges within 12 months from the enactment of this or any comparable bill: 

Section 12 (f) (2) relates to the dual listing of securities already fully listed 
on another registered securities exchange. Under the present statute this dual 
listing may be effected without any consent by the issuer of the securities so 
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traded, and without consideration of the varying standards for full listing on 
the different exchanges. If all corporations within the categories of this statute 
are to become fully registered, then the issuer should be accorded the right to 
veto any additional listing privileges under this section of the statute. Lan- 
guage which would require the consent of the issuer under section 12 (f) (2) 
should be added. 

The application of section 16 of the present act to corporations covered by 
this bill, raises so many broad and serious problems with respect to sponsorship 
of securities of these companies in local markets, the end result of which we are 
not now in a position to foresee. Because of the lack of detailed knowledge 
and information at present, it is suggested that these companies not be subjected 
to the provisions of section 16 pending further study by the Congress, the 
Securities and Exchange Commission and the securities business. After such 
a study, the necessity of and the impact of the imposition of these provisions 
on these corporations will be known and all concerned will be in a position to 
deal with the questions presented on an informed basis. However, at present, 
we are sure that the imposition of these provisions will have serious market 
consequences, 

Senator Leuman. The next witness is Charles H. Schreyer of the 
Manufacturers Association of Connecticut. 


STATEMENT OF CHARLES H. SCHREYER, THE MANUFACTURERS 
ASSOCIATION OF CONNECTICUT, INC. 


Senator Lenman. Mr. Schreyer, do you have a prepared statement ? 

Mr. Scureyer. Yes, sir. I have filed a statement with the com- 
mittee. 

Senator Lenman. We will be glad to have you read it if that is 
your desire, and you may supplement it. 

Mr. Scureyer. Yes, sir. I will make it as brief as I can, sir. 

My name is Charles Schreyer of Bloomfield, Conn. I am a lawyer, 
and I speak today for the Manufacturers Association of Connecticut 
in opposition to S. 2054. 

In my written statement filed with the committee I told you that I 
was also asked to speak for the Indiana Manufacturers Association. 
Since then I have been asked by 13 other manufacturers’ and em- 
ployer groups throughout the Nation to permit them to join in my 
presentation. For the record, those are: The Texas Manufacturers 
Association, Minnesota Employers Association, Wisconsin Manu- 
facturers Association, Illinois Manufacturers Association, Associated 
Industries of Maine, New Jersey Manufacturers Association, Asso- 
ciated Industries of Missouri, lowa Manufacturers Association, Vir- 
ginia Manufacturers Association, Michigan Manufacturers Associa- 
tion, Associated Industries of Oklahoma, Pennsylvania Manufac- 
turers Association, and the Associated Industries of Kentucky. 

Since these concerns have joined in our presentation since I pre- 
pared my statement, there will be a lot to be found in the statement 
which is not as applicable to the conditions in other States as it is 
to those in Connecticut. I hope you gentlemen will bear that in 
mind in my story. 

With respect to Connecticut, most of the industrial concerns in 
our State—about 1,400—belong to our Association. They employ 
more than 95 percent of the industrial workers in our State, which 
is predominantly an industrial State. Almost all of our members are 
incorporated. It is impossible to tell how many of them would be 
immediately affected by the legislation you are considering. Ac- 
cording to our best information, at least 50 Connecticut companies 
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are in the group which have more than $5 million in assets and 500 
or more stockholders and are not already under the supervision of 
the SEC. 

However, I do not believe the accuracy of the number is important. 
The fact is that almost all of Connecticut’s industrial community has 
a vital interest in the principle of the legislation which you are con- 
sidering today. There is nothing sacred about the limitations of 
$5 million and 500 stockholders contained in the present bill. As 
you know, 5 years ago your committee was considering a bill intro- 
duced by Senator Frear which would have covered cor porations with 
$3 million and 300 stockholders. If your committee and the Con- 
eress were to accept the principle embodied in this legislation, there 
is nothing to prevent its ultimate extension to companies with $1 mil- 
lion and 100 stockholders or to even smaller companies. 

I would like, if I may, to give just a bird’s-eye view of the indus- 
trial situation in Connecticut. Many of the large corporations whose 
securities are traded on national exchanges have plants in our State. 
Predominantly, however, Connecticut’s industry is made up of small 
and medium-sized local companies—companies which sell their prod- 
ucts throughout the Nation but which are thoroughly local in char- 
acter in that their success is based upon the endeavor of Connecti- 
cut’s citizens. 

In particular, the great bulk of our industries have been, and con- 
tinue to be, financed by the savings of Connecticut citizens. ‘The 
typical medium-sized corporation of Connecticut—the kind of com- 
pany which S. 2054 would control—grew up generally in a small 
town and was built up over the years upon the ‘accumulated sav ings 
and genius of the people of the town and the State. Very seldom 
indeed have such companies needed to rely upon the resources of a 
national securities exchange for venture capital. They found it 
right in their own community, in the hands of people who knew the 
company, who often worked for it, and who were only too glad of an 
opportunity to invest their savings in it. 

The result has been that most Connecticut industries are owned 
predominantly by Connecticut citizens. Moreover, the typical pur- 
chaser of stock in these corporations is a man who, ‘because he knows 
the company and has faith in its prospects, buys his stock not for 
speculation but for investment. Indeed, it is not uncommon for the 
stock of a Connecticut company to come down through inheritance in 
a single family for several generations. 

It is not surprising, therefore, that there is comparatively little 
activity in the shares of many of these companies. 

I have talked about the local corporations in Connecticut because 
I know them best, and Senator Bush knows them a great deal better, 
may Tadd. I am certain, however, that the same story ¢ can be dupli- 

‘ated many times in all the other "States, and I feel sure that each 
of you gentlemen will easily call to mind many similar instances in 
your own States. 

What is wrong with this bill from the point of view of the com- 
panies I have been speaking about? We have received many com- 
munications from them expressing deep concern about this proposed 
legislation and asking us to register a protest. No doubt, some of 
these companies have written to you directly. We believe it would 
be accurate to say that the sentiment expressed in these letters to us 
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is almost unanimous among our members, including corporations at 
present too small to fear any immediate personal consequences. 

Among the most common complaints we have received, particularly 
from those of our members which are just large enough to be affected 
by a legislation, are these : 

These companies in many cases do not have the personnel or the 
mt ilities necessary to comply with the reporting requirements of the 
Securities Exchange Act. As to them, therefore, the proposed legisla- 
tion would impose a heavy and disproportionate financial burden. 

2. Since most of their stock is held in the community in which they 
operate or in the State of Connecticut, the plain fact is that their 
stockholders know more about the affairs of their concern than do 
the investors in shares of stock of an organization which they purchase 
on a national exchange. 

Many of these companies are already furnishing adequate 
financial statements to their stockholders, and they are actually an- 
nually striving to increase the quality and clarity of their statements. 
The reason for this is that in recent years management has become 
more and more convinced from its public relations point of view 
that the best thing they can do from their own point of view is to let 
their stockholders, their employees, and the citizens of their com- 
munities know as much about the affairs of their company as they 
are able to give them. 

4. Most of these companies are really small corporations with their 
factory in one small community. In many cases they are the chief 
support of the economic welfare of that community, and in most 

vases the feeling is very strong that the publication of such informa- 


tion as the salaries received by ——— officers and stockholders 


would be bound to create real personnel problems among the junior 
executives of the company auP i in the community at large with no 
compensating advantages of any real consequence. 

5. Many of our companies which would be required to file reports 
with the Securities and Exchange Commission under this bill are in 
severely competitive lines of business. I want to correct that. Some 
of our companies. I won’t say many of our companies. With respect 
to these companies, the requirement that they make available such 
information as their current sales volume, which this bill would do, 
I —— could be very dangerous to their business. 

Another illustration of the harm to a smaller company which 
could result from this legislation may be found in the current series 
of proxy battles for the control of some companies. I know that this 
is a matter of real concern to this subcommittee, because you actually 
started an investigation of the situation. I suggest to you that what 
the proposed legislation would do with respect to that situation would 
be to collect in one convenient place the basic information as to capital 
structure and financial situation in many smaller companies—infor- 
mation which is of particular advantage to those interested in gaining 
control of a small company. 

Besides objections of this sort to the bill which are based on the 
individual circumstances of a small company and which we have 
heard from the mail, I submit that there are certain grave objections 
of a general nature to the expansion of the powers of the SEC into 
this new field. The most important of these in my opinion is that 
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ilthough the Securities Exchange Act, as its title indicates, was de- 
signed originally to extend the protection of the Federal Govern- 
ment to investors in securities listed on national exchanges and offered 
to the Nation at large, the proposals of S. 2054 would extend this 
jurisdiction to thousands of unlisted local companies such as those I 
have described which operate primarily in the State of Connecticut 
ind have the great majority of their stockholders in that State, and 
we submit that this is a radical and dangerous departure from the 
original purpose of the Federal law. 

Why? The reason we think so is that the regulation of such local 
corporations has always been a’ matter to be determined by the States 
which created them. Every State has many laws designed for the 
protection of minority stockholders, blue sky laws and others. If so, 
it is respectfully submitted perhaps the laws of the few States need 
correction in this respect. I don’t know. We have heard no com- 
plaint in Connecticut in recent years on the subject. But if the laws 
of some States need correction, that we submit is a matter for the local 
State government. 

In Connecticut, there has not been, so far as I know, any agitation 
indicating dissatisfaction with this situation. I do not know whether 
your committee has received communications of that kind from Con- 
necticut citizens. I would be very much surprised if they did. 

Finally, the bill S. 2054 as drawn in fact acknowledges the right of 
a State to regulate the internal affairs of a local corporation which 
itcreated. It does that by providing that the SEC may—and I would 
like to emphasize that word—the SEC “may” exempt from its regu- 
lation a corporation if substantially all its securities are held within 
a single State. 

It seems to me that the right of the State of incorporation to control 
the affairs of its local corporations which neither use the facilities of 
a national securities exchange nor seek to offer their stock for purchase 
by the general public should be recognized by the bill and not left to 
the discretion of a Federal bureau. 

In conclusion, in 1934 there was a need for Federal regulation 
designed to protect investors in the stock of large corporations 
offered on the national exchanges. The Securities and E xchange 
Commission has done a good job in policing this area of national 
interest. Let us keep it at the work it was designed to do and not 
dissipate its energies and funds in the barren task of acting as a 
nationwide financial information bureau covering local corporations 
in which there is no nationwide interest. 

For these reasons I hope that your subcommittee will reject the 
bill on the ground that the case for Federal intervention in this 
field has not been proven. 

Thank you. 

Senator Leaman. Senator Bush, do you wish to ask any questions? 

Senator Busa. Mr. Chairman, thank you. I do not have any par- 
ticular questions. I want to support what Mr. Schreyer says about 
the sentiment in Connecticut. As far as I can see from my corre- 
spondence there is no support whatever for this bill in our State. 
1 have had numerous letters from companies who would be affected 
adversely, they think, by the bill, but I have had no expression of 
favorable opinion for this bill from the State of Connecticut. I want 
to say that in support of what Mr. Schreyer said. 
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I think the more one gets into this thing, the more questionable 
appears the necessity for this bill. I cannot help but recollect that 
nearly all the proponents for the bill are people who have something 
to gain, better business for themselves. That applies to the stock 
exchanges, the member firms who have testified here. 

I am not a member of the subcommittee, as the chairman knows, 
but I do feel that those factors are to be scrutinized very closely, since 
we have really no public demand. 

Twenty-two or twenty-three years ago, when we first wrote the 
Securities Act and created the Securities and Exchange Commission, 
there was a big public demand and a very good reason for it. I cer- 
tainly feel that that bill, which we amended last year, incidentally, 
as the Senator will recall, served a useful purpose. 

Most of the small industries in our State are fine examples of what 
small industrial firms should be. Their labor relations are good, 
public relations are good, their relations in the neighborhood where 
they operate are good. I do feel that unless there is some real public 
purpose, public necessity, for additional regulation of these com- 
panies, the committee ought not to seek to impose the additional 
regulation provided for in ‘this bill. 

As I began consideration of this bill myself, I had no particular 
feeling about it one way or the other. But the more one hears the 
testimony, I am obliged to say that I am inclined to feel that the bill 
is unnecessary. 

I certainly want to repeat my request of yesterday to the chairman 
that we get some testimony here from these commissioners of securi- 
ties in the States. I would also like to add to that that we get some 
testimony from the commissioners of insurance. The question of in- 
surance companies is important in here. There are a great many very 
large ones which are traded over the counter, a number of them in our 
State. So I would like to hear from some of the insurance commis- 
sioners in the larger States where they have bigger companies, includ- 
ing perhaps New York and Connecticut, to see what they think about 
the necessity for this, and to see whether they feel that the reports 
that the insurance companies are required to file don’t provide suf- 
ficient information to protect the dealers whose job it 1s to protect 
investors and so forth. 

I thank the chairman for the opportunity to make this statement. 

I want to compliment Mr. Schreyer for what I think is a very 
excellent presentation of this point of view. 

Senator Leu: AN. Mr. Schreyer, if this imitation should be writ- 
ten into this bill, $5 million in assets and 500 stockholders, how many 
companies in C onnecticut would be affected ? 

Mr. Scureyer. We have no way of getting that information our- 
selves. According to the best sources of information which we have, 
we consulted one of the most reputable and biggest brokerage houses 
in Hartford, it was that there would be about 25 industrials, 12 utili- 
ties, and 12 insurance companies involved in this bill. That would 
be 49 

Senator Lenman. It seems to me that your objection is to giving 
out or requiring these companies to give to their stockholders infor- 
mation which in my opinion the stockholders are entitled to have. 
It may be displeasing to management to disclose certain things in 
connection with their business. You have mentioned several of them 





STOCK MARKET STUDY 1175 


ere. But, after all, these businesses, particularly if they have 500 

or more stockholders, are of great interest to many people, and of 
ourse the businesses belong to t the stockholders. 

What you are objecting to and what a certain number of other 
witnesses have objected to is that the managements want to withhold 
this information from the stockholders. That seems to me just what 
we are trying to overcome. We recognize or believe that these com- 
pea do belong to the stockholders, and that the stockholders are 
entitled to full disclosure of what is happening to their business, not 

only the disclosure of such information as the management in its dis- 
cretion, according to its self-interest or pleasure is willing to give 
them. Witness after witness who have appeared before us in opposi- 
tion to this bill have based their opposition largely upon those 
erounds. 

I intended to do this when Mr. Wood was testifying, but I can put 
it in the record just as well here. I think it is important. 

The statement is often made that the bill would impose on corpo- 
rations— 
burdensome restrictions and onerous requirements in the preparation of reports 
for which we find there is no need, either for the protection of stockholders or 
){ the public. 

Members of this committee believe there is a need for legislation of 
this type. Otherwise the bill would not have been introduced and 
liearings on it would not have been scheduled. 

The subcommittee has information on this need which was placed 
in the record yesterday by Senator Fulbright. It is too long and 


too detailed for me to discuss here, especi lly since we already have 
the information in the record. But I should like to point out that 
it is contained in House Document 672, 79th Congress, entitled “Pro- 
posal To Safeguard Investors in Unregistered Securities,” as 


by the SEC. “That is, the document was prepared by the SEC. 
This document reports on an SEC study completed in 1946. How- 
ever, this was supplemented with a further study by the SEC in 
1950 and an SEC report bearing the same title dated January 9, 
1950. As I have said, the material will be in the record. But I 
should like to point out very briefly a few of its findings. (See p. 1180.) 

In 1946 m. Commission examined 119 companies, each of which 
had at least $3 million in assets and 300 stockholders. It found 
that most of ‘these companies issued financial reports which were 
in some degree misleading or inadequate. 

In 1949 the study was supplemented with a study of 159 com- 
panies. Among other things, it found that one-eighth of them did 
not publish 1 or more of the 3 basic statements which were essential 
to any analysis of the condition of the business—the balance sheet, 
the profit and loss statement, and the statement of service. 

Senator Busu. Will the Senator yield ? 

Senator Leuman. May I read this into the record, and then I will 
be very glad to. 

I would like to read two paragraphs from this report. I quote: 


3. The balance sheet: The balance sheets of 89 of the 159 companies were 
patently deficient when judged by standards which the Commission imposes 
upon registered companies. Of these, 32 were deficient in a number of impor- 
tant respects. It should be emphasized that these deficiencies were so obvious 
that they could be detected by a casual inspection of the balance sheet without 
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the aid of inquiries concerning suspicious items. Although the deficiencies 
were related primarily to disclosures with respect to fixed assets, inventory, 
reserves, and capital stock, there was also such omission as to the failure 
to report restrictions against the declaration of dividends in instances wher 
such restrictions were known to exist and the failure to segregate receivables 
into amounts due from officer and employees and amounts due from customers 
The pattern followed was found to be identical with that found in the 1946 
study. Fixed assets were shown in a lump sum, without any indication 
whether they were land, buildings, machinery, equipment, or some other type, 
in 101, or 64 percent of the balance sheets studied. 

Also, there was often no separate deduction shown for depreciation, so 
that the investor was unable to ascertain the carrying value of plant property 
aud the extent to which provisions for depreciation had been made. 

In 13 instances it was stated that depreciation had been deducted, but the 
amount so deducted was not shown. Frequently there was no mention of 
the basis upon which the company carried its assets. 


That concludes the paragraphs I wanted to quote. 

I could go on, but we have this information in the record already. 
Anyone interested may get it either from the SEC or the Library 
of Congress. 

But I want to dispel this notion that this committee is conducting 
hearings on a capricious measure for which there is no need. I think 
there is a very great need for considering and, I hope, acting favor- 
ably on this measure or some similar measure. 

Senator Buss. Mr. Chairman, I was going to observe, when I asked 
you if you would yield, that that statement does not say much about 
those companies, the 159, if that was the figure—how many stock- 
holders there were in those companies, or whether the stockholders 
have any trouble finding out pertinent information from the manage- 
ment. 


Senator Lenman. May I make this observation in reply to my 
very distinguished colleague here, who has been in the securities busi- 
ness, just as I have been in the securities business. I believe you are 
still in the securities business, while Iam not any longer. But I none- 
theless have followed statements and reports pretty carefully. 

They mention in this report: 


Although the deficiencies were related primarily to disclosures with respect 
to fixed assets, inventory, reserves, and capital stock, there were also such 
omissions as to failure to report restrictions against the declaration of dividends 
in instances where such restrictions were known to exist, and the failure to 


segregate receivables into amounts due from officers and employees and amounts 
due from customers. 


Then further it goes on to say that: 


Fixed assets were shown in a lump sum, without any indication whether 
they were land, buildings, machinery, equipment, or some other type in 101 or 
64 percent of the balance sheets studied. Also, there was often no separate de- 
duction shown for depreciation, so that the investor was unable to ascertain 
the carrying value of plant property and the extent to which provisions for de- 


preciation had been made. 

I would consider those very, very serious. 

I ee want to read one paragraph from an editorial that appeared 
in the New Y ork Times on June 7. The editorial is entitled “Over 


The Counter.” I will read just one paragraph and then place the 
entire editorial in the record. 


The bill is based on his conviction that large companies whose stocks enjoy 
an active market over the counter should be held to the same standards of ac- 
countability as those imposed on corporations whose shares are listed on the 
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organized exchanges. Few thoughtful investors would question these prin- 
ciples. 


If there is no objection, I would ask that the entire editorial be in- 
cluded in the record. 
(The editorial referred to follows :) 


[New York Times,*June 7, 1955] 
OVER THE COUNTER 


The first legislative proposal to be offered in Congress as a result of the recent 
stock market inquiry by the Senate Banking Committee has lately been intro- 
dueed by Senator J. W. Fulbright. The purpose of the measure is to bring about 
equality of requirements in the way of disclosure as between certain securities 
traded in on the organized exchanges and those traded in on the over-the-counter 
markets. 

The term “over-the-counter market” when used to describe security trading as 
it is conducted today refers to that vast, heterogeneous market for securities that 
exists outside the 19 organized exchanges of the country. Basically, the dif- 
ference between the organized markets and the over-the-counter market is that 
in one securities are bought and sold at auction, while in the other transactions 
are “negotiated” in the trading rooms of dealers. 

In number of transactions, value of transactions, and number of issues traded 
the over-the-counter market dwarfs the organized auction exchanges. Besides 
handling virtually all the business in Federal, State, and municipal bonds, the 
over-the-counter market accounts for roughly 80 percent of the transactions in 
corporate bonds, and virtually all the securities of banks, insurance, and invest- 
ment companies for which a market exists. 

The smallest sector of the negotiated market is that devoted to corporate stock 
issues. It would appear that Senator Fulbright’s proposed legislation is aimed 
primarily at this sector. The bill is based on his conviction that large companies 
whose stocks enjoy an active market over the counter should be held to the same 
standards of accountability as those imposed on corporations whose shares are 


listed on the organized exchanges. Few thoughtful investors would question 
these principles. 

The next is a statement that appeared in the Wall Street Journal 
on May 26, 1955. I would again lke to read just one paragraph and 
then place the entire editorial in the record. 


So in the light of present information it appears that enactment of the 
Fulbright proposal would not be any radical departure from what is customary. 
Nor does it appear that the SEC would be saddled with an insuperable task. 


If there is no objection, I ask that the entire article go in the record. 
(The article referred to follows :) 


[Wall Street Journal, May 26, 1955] 


REVIEW AND OUTLOOK : STOCKHOLDERS’ RigHt To KNow 


When Federal regulation of securities exchanges was undertaken in the 
1930’s there were some zealous souls about Washington who wanted to abolish 
stock exchanges and replace them with machinery to be set up by the Govern- 
ment. 

Cooler heads pointed out that such Government control of the Nation’s finan- 
cial machinery would almost certainly lead to complete Government control of 
industry, business, banking, and all economic life. If this did not impress the 
zealots, the enormity of the task they were proposing did. So the regulatory 
act as finally passed used the machinery of the stock exchanges for purposes 
of enforcement. 

This left a gap well recognized at the time. The stocks of many companies 
are not listed on any stock exchange. They are traded over the counter. 

There have been various proposals to put both listed and over-the-counter 
stocks on the same footing so that the unlisted companies would have to meet 
the same requirements as to disclosure of their affairs as does a listed company. 

As a result of the stock market study which he headed, Senator Fulbright, 
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of Arkansas, has proposed a bill which he believes would eliminate what he 
calls the double standard as between listed and unlisted stocks. 

There are many thousands of stocks not listed on an exchange. Some of them 
are stocks of companies nationally known. Some are the stocks of small com- 
panies traded regionally and even locally. 

Senator Fulbright does not propose to bring all of these under supervision 
of the Securities and Exchange Commission as are the listed stocks. A com 
pany with less than 500 stockholders or with less than $5 million in assets 
would be exempt. Also the SEC could grant other exemptions. 

How many companies would be affected by the Fulbright bill is uncertain. 
Estimates, which are admittedly guesses, vary from 500 to 1,000 and up. Among 
these are many companies which voluntarily make disclosures of their affairs 
comparable to the disclosures required of listed companies. 

So in the light of present information it appears that enactment of the Ful- 
bright proposal would not be any radical departure from what is customary, 
Nor does it appear that the SEC would be saddled with an insuperable task. 

The proposed bill contains one clause which ought to have further study. 
It would set up standards to govern whether stocks should be listed on ex- 
changes or traded over the counter. The SEC would be required to study 
this subject and report to Congress in 2 years. What would be accomplished 
by an arbitrary division between listed stocks and stocks not listed is not wholly 
clear, providing both categories were subject to the same requirements as to 
disclosure of company affairs. 

It would be premature to endorse the Fulbright bill until it has been more 
thoroughly studied and discussed. But the underlying thought that corporation 
officials who are responsible for the property of stockholders should give full and 
adequate information to the stockholders about the company’s affairs is one 
that can be most heartily endorsed. 

Many corporations give to stockholders vastly more information than the 
law requires. And the number who see the wisdom of that course increases, 
There remain some who prefer to operate in secrecy and if it takes an enact- 
ment of Congress to reform them, then there should be such legislation. 

Senator Leaman. Now, Mr. Schreyer, you talk about these small 
companies. Would you be opposed to the bill if the provisions of the 
bill reached only large publicly held companies—in other words, if 
you increased the figure of assets beyond $5 million and increased the 
number of stockholders from 500 toa larger number. Iam not making 
thatasasuggestion. I just want to have your opinion. 

Mr. Scureyer. May I just make this observation. In the report 
from the SEC, the supplementary report of 1950, to which you referred 
in your statement a moment ago, they cited the case of 6 companies 
which they thought particularly needed attention, and each of those 
companies had more than $200 million in assets, and the smallest one 
had more than 2,600 stockholders. I don’t know whether the situation 
has changed since, but at that time I understand that 5 of those 6 com- 
panies were actually traded on the New York Curb Exchange market. 
The reason that they were not subject to the SEC—I may be wrong 
abont this, and if so I withdraw the statement. 

Mr. FetpmMAn. Since then they have been traded. 

Mr. Scurerer. I would like to check that. I will put it in the 
record as a possibility. My best information is, and I may be wrong, 
that 5 of the 6 were then traded on the curb under a situation where 
they were traded not as a result of the request of their own manage- 
ment, but because of the request of broker members, and it was because 
of that situation, and the laws that then existed that these particular 
five companies did not file with the Securities and Exchange Com- 
mission. So I do say that as far as the 1950 report is concerned, that 
it is pretty hard to say that companies with $5 million and 500 stock- 
holders should be subject to the Securities and Exchange Commission 
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on the basis of a case which cites as primary examples six companies 
vith many times that in assets and many times that number of stock- 
holders. 

Senator LenmMan. Well, of course, they examined many other com- 

inies of lesser magnitude. But my question was to find out whether 
you are opposed to the principle of this bill. 

Mr. Scureyer. Yes. 

Senator Lenman. Or only as to the amount that is made a require- 
ment for exemption. 

Mr. Scureyer. We feel, sir, that the original purpose of the Securi- 
ties and Exchange Commission was a good one; that if any company 
wants to come on the national exchanges and use their facilities for 

ioting stock, they should be controlled by the SEC. Likewise, where 

y offer substantial public offerings. ‘There again, there is a real 
lic interest. 

But we view this from the point of view of Connecticut, which may 
not be unique, but perhaps is a striking example of what I call loc ‘al 

incial development’ in medium-sized corporations. They are the 
people primarily for whom I speak now. I would say that none of 

em falls in a class with $200 million, such as were cited in the Securi- 

es and Exchange report of 1950. 

Senator Lenman. As I understand your answer is that your objec- 

m is merely to the size of the company. If that is the case, then 
t is merely a matter of where to draw the line with regard to size and 
iumber of stockholders. 

Mr. Scurerer. I believe I must restate it. It is an objection to the 

rinciple of the legislation. 

Senator Lenman. You do not object to the principle. You say it is 
all right for a company that is registered on the stock exchange. All 
right. Mr. Wood, head of the National Association of Securities 
Dealers, has testified here that in the aggregate the dollar volume of 
securities sold over the counter was larger than the aggregate of 
securities dealt in on the organized exchanges of this country. So 
why should not a man who deals in securities over the counter fail to 
be protected to the same extent as a man who buys from the stock 
exchange. 

Senator Busu. Mr. Chairman, I think Mr. Schreyer made his point 
pretty clear, which is that the purpose of the Securities Act was to 
require reports from those who either sought the facilities of the 
public exchange or a public market for their original offerings of 
securities, the distribution factlities offered by dealers and so forth. 
[t was to require full disclosure in connection with those two opera- 
tions that the Securities Act was passed. And certainly it served its 

purpose very well indeed. 

As I understand Mr. Schreyer’s position, he said if a company does 
not wish to avail itself of those facilities of the exchange or the public 
market, then he sees no reason why they should be required to go 
through all the motions of reporting that is required of those who do. 
I think that is where he differs with the chairman in principle on this 
thing. Is that not true? 

Mr. Scureyer. I think that is a very fair statement. 

Senator Leaman. The fact remains that both of those types of com- 
panies, the registered and the unregistered, have stockholders, and 
many of them have very considerable numbers of stockholders. 

60650—55—pt. 2——11 
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Senator Busu. I did not gather from Mr. Schreyer that any of the 
companies that he represents would refuse stockholders information 
which they properly aa have. My observation of these companies 
has been they have been very ready to offer information to bona ae 
stockholders or dealers, over-the- counter dealers—Mr. Wood’s associ 
tion. They are very free about giving out information if anyone has 
a good reason to want it—namely, that they own stock or are about 
to ‘buy stock and that sort of thing. 

It is not the disclosure that is bothering these small units. It is the 
business of reporting. It is one more additional report to be made 
when they are getting nothing for it. They have not asked for any 
facilities, so they do not want to comply with the requirements, so to 
speak. I do not think there is any difference between the chairman 
and anal regarding what the stockholder deserves in the way of 
information, full disclosure, and I do not think there is any difference 
between Mr. Schreyer and the chairman on that either, or any of Mr. 
Schreyer’s companies. 

Senator Lenman. Do you have any further questions? 

Senator Busu. No, sir. 

Senator Leuman. All right. Thank you very much, sir. 

(The proposals referred to follow :) 


(H. Doc. 672, 79th Cong., 2d sess.] 
PROPOSAL TO SAFEGUARD INVESTORS IN UNREGISTERED SECURITIES 


Letter from Chairman, Securities and Exchange Commission, transmitting a re- 
port of the Securities and Exchange Commission containing its recommenda- 
tions for amending the Securities Exchange Act of 1934 to extend the protec- 
tive provisions of sections 12, 13, 14, and 16 thereof to the securities of unregis- 
tered corporations having at least $3 million in assets and at least 300 security 
holders 

INTRODUCTION 


The Securities Exchange Act of 1934 is designed to provide safeguards to 
investors in securities which are being traded in interstate commerce. Such 
trading make take one of two forms: it may be through the medium of a 
securities exchange, where business is done through a rather formalized system 
of public bids and offers and is limited to securities which are entitled to 
trading privileges on that exchange; or it may be through the medium of the 
over-the-counter markets, which means simply trading otherwise than on an 
exchange—such trading is usually conducted through professional intermediaries, 
or dealers, and is available to all securities. In either type of trading the 
mails, telephones, teletype, and similar means of interstate communication are 
commonly used. 

Wherever securities may be traded, whether on the exchanges or over the 
counter, fraudulent and manipulative pra@tices have already been outlawed. 
But there are other safeguards which are in many respects more important and 
more effective than the prohibitions against fraud. These additional safeguards, 
which are embodied in sections 12, 13, 14, and 16 of the Securities Exchange Act, 
are based on the principle of prevention and self- -protection. They apply, how- 
ever, only to securities which have been registered by their issuers on an exchange. 
Briefly, they consist of the following: 

(1) Under sections 12 and 13 a company with securities registered on an 
exchange must file public reports showing its financial condition, its earnings, 
its capital structure, and similar information essential to a determination con- 
cerning the merits of its securities. The informational requirements of these 
sections were thought by Congress to be “the minimum which is requisite for the 
adequate protection of investors.” ? 

As stated by the House Committee on Interstate and Foregn Commerce: 


1S. Rept. No. 792, 73d Cong., 2d sess. (1934), p. 11. 





to 
uch 
f a 
fem 

to 
the 
an 
‘1es, 
the 
are 


the 
ved. 
and 
rds, 
Act, 
1OW- 
nge. 


| aD 


STOCK MARKET STUDY LIS1 


“There cannot be honest markets without honest publicity. Manipulation and 
dishonest practices of the market place thrive upon mystery and secrecy. The 
disclosure of information materially important to investors may not instantan- 
eously be reflected in market value, but despite the intricacies of security values 
truth does find relatively quick acceptance on the market * * * . Delayed, 
naccurate, and misleading reports are the tools of the unconscionable market 
operator and the recreant corporate official who speculate on inside information.” * 

(2) Pursuant to section 14, persons soliciting proxies, consents, or author- 
izations from holders of registered securities must fully disclose the purpose 
for which the proxies are sought, and security holders not connected with the 
management must be afforded an adequate opportunity to present their views 
to the other security holders. The evils that led to the adoption of this section 
were summarized as follows by Congress: 

“Managements of properties owned by the investing public should not be per- 
mitted to perpetuate themselves by the misuse of corporate proxies. Insiders 
having little or no substantial interest in the properties they manage have often 
retained control without an adequate disclosure of their interest and without an 
adequate explanation of the management policies they intend to pursue. Insiders 
have at times solicited proxies without fairly informing the stockholders of the 
purposes for which the proxies are to be used and have used such proxies to take 
‘rom the stockholders for their own selfish advantage valuable property rights.” * 

(3) Section 16 requires that publicity be given to the holdings and trading of 
officers, directors, and principal stockholders in the equity securities of their own 
company if that company has any equity security registered on an exchange; ‘ 
protits obtained by such insiders in transactions in the securities of their own 
companies within any 6-month period are recoverable by the companies ; and short 
selling in such stocks by these corporate insiders is prohibited. It was predicted 
by the Senate Banking and Currency Committee, and correctly as events have 
shown, that this provision would “render difficult or impossible the kind of 
transactions which were frequently described to the committee, where directors 
and large stockholders participated in pools trading in the stock of their own 
companies, with the benefit of advance information regarding an increase or 
resumption of dividends in some cases, and the passing of dividends in others.” ° 

The evils described by Congress are not peculiar to securities registered on 
exchanges. Indeed they are quite prevalent, as shown by current surveys, in 
the case of securities not so registered. Nevertheless, sections 12, 13, 14, and 16 
are, as noted, applicable only to securities which have been registered on 
exchanges. 

However, the fact that a security is traded on an exchange is not necessarily a 
hallmark of protection. Some securities enjoy the facilities of an exchange 
without their issuers assuming the obligation of registration or providing any 
equivalent protection to investors. These are securities which enjoyed an 
“unlisted trading” status prior to the passage of the act and which Congress saw 
fit to continue in that status.® On the other hand, not all the securities traded over 
the counter are exempt from these protective provisions. They may be subject to 
one or more of them, depending on whether they happen to fall within the scope 
of statutes adopted in recent years which have progressively extended these 
protective provisions to securities not registered on exchanges. 

In short, what we have today is not two well-defined fields in which these 
protections are present or lacking, but rather a series of gaps. The existence 


Rept. No. 1383, 78d Cong., 2d sess. (1934), p. 11. 
pp. 13-14. Also see S. Rept. No. 792, 73d Cong., 2d sess. (1934), p. 12. 

*The stockholders to whom the section is applicable are those holding 10 percent or more 
of any equity security registered on an exchange. 

°S. Rept. No. 792, 73d Cong., 2d sess. (1934), p. 9. Also see H. Rept. No. 1383, 73d 
Cong., 2d sess. (1934), p. 13. 

* Unlisted trading is governed by the provisions of sec. 12 (f) of the act and the rules 
and regulations of the Commission thereunder. Securities which are the subject of unlisted 
trading fall into three classes: (1) securities which enjoyed such a status prior to the pas- 
sage of the act—it is in this class that we find the securities not subject to the provisions 
of sees. 12, 183, 14, and 16: (2) securities which are registered on another exchange—vir- 
tually all the securities which have been admitted to unlisted trading since adoption of the 
act are in this class; and (3) securities not registered on another exchange but the issuers 
and controlling persons of which are under duties substantially equivaient to those which 
would arian if the securities in question were registered on an exchange—very few issues 
are in this class. 

Of the 3,000 stock issues admitted to trading on the exchanges as of June 30, 1945, some 
430 issues, accounting for 5.2 percent of the total volume of shares traded, had an unlisted 
trading status only. Of the 1,300 bond issues admitted to dealing on the exchanges on that 
date, some 150, or 8 percent of the principal amount involved, had an unlisted trading status 
only. Virtually all these unlisted stocks and bonds were of the class (1) type. 
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of these gaps, moreover, is a historical inadvertence. A brief review of the se- 
curities legislation administered by the Commission makes it clear that Con- 
gress desired that there should be no gaps. 

The Securities Act of 1983 had as its underlying purpose the protection of 
investors in the flotation of new securities issues. It requires the filing of 
registration statements and the use of prospectuses in the sale of such issues. 

The Securities Exchange Act of 1934 was designed to provide protection 
in connection with securities which had already been publicly distributed but 
which were being traded in interstate commerce. Its provisions relating to 
securities registered on the exchanges have already been noted. However, it 
was also the purpose of Congress that investors in securities traded over the 
counter should have protection comparable to that afforded to investors trading 
on the exchanges. Because little was known about the over-the-counter markets 
when the act was adopted, the provisions relating thereto were extremely gen- 
eral. They were set forth in section 15, which, as first enacted, simply made it 
unlawful for brokers and dealers to trade over the counter except in accord- 
ance with such rules and regulations as the Commission might prescribe “as 
necessary or appropriate in the public interest and to insure to investors pro- 
tection comparable to that provided by and under authority of this title in the 
case of national securities exchanges.” 

The section specifically stated that the rules and regulations of the Com- 
mission might provide, among other things, for the registration of over-the- 
counter securities, the regulation of over-the-counter transactions, and the regis- 
tration of brokers and dealers. 

In pursuance of the authority so granted, the Commission adopted rules for 
the registration of brokers and dealers, and rules designed to insure fair dis- 
closure by brokers and dealers to their customers. It became evident, how- 
ever, that further rule-making embodying the provisions of sections 12, 13, 14, 
and 16 would have been impracticable, for the phrasing of the section was 
such that the Commission could not compel action by issuing companies and the 
persons in control. The sanctions of the section were directed only against 
brokers and dealers. Violations by issuing companies would at most have re- 
sulted in barring brokers and dealers from trading in the particular security, 
thereby depriving investors of an active market. Since the provision was not 
practicable the Commission concurred in a 1936 amendment which was largely 
declaratory of the administrative program which had already been adopted by 
the Commission under section 15. The new section 15 provided for the regis- 
tration of brokers and dealers, and it gave the Commission a broad rule-mak- 
ing power for the prevention of fraudulent and manipulative practices. 

At the same time, however, in fulfillment of its original purpose to make the 
protective provisions of the Securities Exchange Act uniform in their applica- 
tion, Congress added a new subsection (d) to section 15, requiring the filing of 
periodic financial reports by any issuer thereafter registering under the 1933 
act any issue aggregating $2,000,000." 

In a 19388 amendment to section 15, Congress broadened the Commission's 
rulemaking powers with respect to brokers and dealers operating in the over- 
the-counter markets. In adopting this amendment, Congress reviewed the his- 
tory of section 15 and reaffirmed its intention of working out comparable 
protections governing the exchanges and the over-the-counter markets, as con- 
templated in the original enactment. 

“This bill,” the committee reports said, “like the amendment of section 15 
enacted in May 1936 * * * represents the essential process of filling in and 
implementing the original outline in order to make possible the realization of 
the original objectives.” § 

Meanwhile, in adopting the Public Utility Holding Company Act of 1935, 
where its major concern was the solution of problems peculiar to the utility 
industry, Congress had employed the occasion to make applicable to the secu- 
rities of holding companies and their subsidiaries, whether or not such securities 
were registered on exchanges, protective provisions similar to those contained 
in sections 12, 13, 14, and 16 of the Securities Exchange Act.’ Later, in the 
Trust Indenture Act of 1939, Congress provided that issuers qualifying inden- 


7 Some 470 companies are currently filing reposts with the Commission under that section. 


8S. ny No. 1455, 75th Cong., 8d sess. (1938), p. 4; H. Rept. No. 2307, 75th Cong., 3d 
sess. (1938), p. 5 


aT cognate provisions of the Public Utility Holding Company Act are secs. 5, 12 (e), 14, 
anc ‘. 
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tures under that act should thenceforth be subject to the reporting require- 
ments governing securities registered on exchanges.” And finally the Investment 
Company Act of 1940, like the Public Utility Holding Company Act, applied 
to the securities of registered investment companies provisions similar to those 
contained in sections 12, 13, 14, and 16 of the Securities Exchange Act, again 
without regard to whether they were registered on exchanges.“ It is also to 
be noted that information generally adequate for the purposes of investors in 
some respects is already available concerning large industry groups in reports 
filed with the Interstate Commerce Commission, the Federal Power Commission, 
the Federal Communications Commission, and comparable State agencies. 

As a result of this fragmentary development there are important gaps in 
the protective scheme. For these gaps there can be no logical justification. 
Thus, some companies which are issuers of widely distributed securities are 
subject to the reporting, proxy, and insider-trading provisions common to the 
Securities Exchange Act, the Holding Company Act, and the Investment Com- 
pany Act. Other companies engaged in similar types of business and also with 
securities widely distributed are subject only to the reporting requirements. 
A third group of companies, many of which engage in similar types of business 
and financing, are entirely exempt from these provisions. Companies which 
issued substantial blocks of securities between 1933 and 19386 may have only 
an outmoded registration statement on file with the Commission which is rela- 
tively useless for an understanding of the present condition of such companies. 
Companies which have registered no new securities issues under the Securities 
Act of 1938 and which are not within the scope of the other acts mentioned 
have no information on file with the Commission; indeed, quite often no reli- 
able information can be obtained anywhere concerning such companies. Pro- 
tections are available in some industry groups and not in others. The irrelevant 
factor of trading on an exchange may spell the difference between protection 
and lack of protection—and then again it may not. 

The situation is, of course, an anomalous one. An investor has just as much 
need of information with respect to, say, a large shoe manufacturing enterprise 
as he does in the case of a railroad, or the operating subsidiary of a public utility 
holding company. He has just as much need of information when he contem- 
plates purchasing the stock of a company that has floated no new issues since 
1926 as he does in the case of a company which, in 1945, refunded a debenture 
issue to take advantage of lower interest rates. He has the same need to know 
what is going to transpire at an annual stockholders’ meeting for which his 
proxy is solicited, and to know the interests of the persons doing the soliciting, 
whether the shares are listed on an exchange or not. He has the same need 
to be protected against insiders trading on inside information. 

The effect of the gaps in the protective scheme has been to permit evils to 
flourish with respect to unregistered securities * which, in some respects, are at 
least as bad as any of the other things the act was designed to eliminate. The 
discussion of these evils in the following pages is based in part on the Commis- 
sion’s general experience. They point forcibly to the conclusion that the exten- 
sion of the protective provisions of sections 12, 13, 14, and 16 to unregistered 
securities is necessary and desirable in the public interest and in the interest of 
investors, and the Commission so recommends.** A proposed bill is set forth in 
appendix A which would extend these provisions to the unregistered securities of 
corporations having at least $3,000,000 in assets and at least 300 security holders. 

In the following pages of this report we discuss (1) the dangers to investors 
in unregistered securities, as evidenced by typical case histories in the files of 
the Commission; (2) the necessity of disclosure for the protection of investors; 
(3) the lack of information concerning the affairs of the typical company having 
unregistered securities; (4) the abuses typically found in proxy solicitation of 
the holders of unregistered securities; (5) the problem of trading by corporate 


” Publicly affered debt securities which exceed $1,000,000 in principal amount must be 
issued under an indenture conforming to the requirements of the Trust Indenture Act. 
Most of the issuers subject to the reporting requirements of this act also fall within the 
coverage of one or more of the statutory provisions discussed in the text, particularly sec. 
15 (d) of the Securities Exchange Act. 

‘See secs. 8, 20 (a), 24, and 30 of the Investment Company Act. 

4 Under some of the acts discussed, the securities themselves are registered ;: under others 
the issuer is registered, but the effect is the same. Where the terms “registered securities” 
and “unregistered securities” are employed in this report without qualifying language it is 
with reference to the common protective scheme embodied in secs. 12, 13, 14, and 16 of the 
Securities Exchange Act and the cognate provisions of the Holding Company Act and the 
Investment Company Act. 

2a Pp. 31-32, infra. 
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insiders; (6) the proposed remedy, the number of companies that would be 
affected, and the responsibilities of these companies; and (7) the effect of the 
amendment upon the securities middleman. 


I. DANGERS TO INVESTORS IN UNREGISTERED SECURITIES 


Investors in unregistered securities are vulnerable to the fraudulent schemes 
of insiders and professional traders to a far greater extent than in the case of 
registered securities. A preponderance of the fraud cases which have come to 
the attention of the Commission involve securities which are not registered and 
in most of these situations the type of protective disclosures which exist for 
registered securities would plainly have rendered the fraudulent scheme difficult 
or impossible of execution. 

A common pattern of fraud in recent years has been one whereby corporate 
officers have taken advantage of their knowledge of the rapid changes in cor- 
porate earnings induced by the war. This kind of overreaching is likely to 
continue for some time into the postwar years as individual corporations make 
the major adjustments associated with reconversion. In fact, any period of 
rapid economic change, whether of expansion or decline, and any changes 
peculiar to a particular enterprise, offer opportunities to unscrupulous officers 
and directors to enrich themselves at the expense of investors who are kept 
in ignorance of their company’s affairs. Fortunately, the great majority of 
managements have not succumbed to these temptations. However, the prac- 
tice is sufficiently widespread to require protective action. We cite here sey- 
eral examples of the type of case which has been quite prevalent in the past 
few years. It is important to note that none of the companies described had 
registered securities and that none of them, therefore, was subject to the pro- 
visions of sections 12, 13, 14, and 16 of the Securities Exchange Act or equivalent 
provisions of other statutes. 

(1) The first of these is the case of the Ward La France Truck Corp., the 
facts of which have been set forth in a public Commission release.” This com- 
pany, which had earnings of less than $3 per share in 1941, found its profits 
so much increased by the war that for the first 11 months of 1942 earnings were 
over $15 per share. Stockholders were informed of the profits for the year 
ended December 31, 1941, but at no time during 1942 were they informed of 
the phenominal increase in earnings that was taking place. 

On September 24, 1942, the president and treasurer of the company, who 
together owned 74 percent of its outstanding stock, began to negotiate for the 
sale of their shares to Salta Corp. At the same time they caused the company 
to start buying in its shares in the over-the-counter market, at prices ranging 
from $3 to $6 per share. Selling stockholders were not advised of the identity 
of the purchaser, nor were they advised of the negotiations that the insiders were 
conducting with a view to the disposal of their own controlling block of shares. 
The effect of this purchase program of the company at abnormally low prices 
was to increase the value of the outstanding shares in the hands of the insiders. 

On October 19, 1942, an agreement was concluded with Salta Corp. by which 
the president and treasurer of the Truck Corp. were to sell substantially all 
their shares at $45 per share; and after obtaining control the third party was 
to liquidate the Truck Corp, take over its business, and give the remaining 
public stockholders the book value of their shares—which was approximately 
$28 per share. Having concluded this agreement, the third party itself began 
to purchase the shares in the over-the-counter market at prices as low as $6 
per share. Again there was no disclosure of the identity of the purchaser, or 
of the extraordinary 1942 earnings of the Truck Corp., or of the deal with the 
insiders. 

Subsequently, proxies were solicited from the remaining stockholders in con- 
nection with a plan to transfer the assets of the Truck Corp. to the third party 
and to liquidate. And here again there was no disclosure of the improved posi- 
tion of the company or of the special treatment accorded to the insiders; stock- 
holders were simply told that on liquidation they would receive their “propor- 
tionate share of the net assets of the corporation”—and, lacking information, 
they made no objection to the plan at the stockholders’ meeting. 

Indeed, the facts might never have come to light in the absence of a complaint 
to the Commission. After the Commission’s investigation the parties involved 


18 Securities Exchange Act Release No. 3445 (1943). 
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agreed to pay over to the public stockholders an amount equal to the difference 
between the amounts such stockholders had received for their shares, which had 
been as low as $3 in some cases, and $36 per share. 

Had the securities of Ward La France Truck Corp. been subject to the provisions 
of sections 18, 14, and 16 of the Securities Exchange Act, the company would 
have been required to file current reports disclosing its improved financial posi- 
tion; Salta, when its purchase program made it a 10-percent stockholder, would 
have been required to file ownership reports under section 16 (a) ; and the proxy 
statements sent out by Ward La France would have been incomplete, under sec- 
tion 14, unless they set forth not only the improved financial condition of the 
company but also the personal interest of its president and treasurer in the 
transaction. Even if, under the circumstances of the particular case, one or 
more of the reports previously alluded to had been filed too late or iad come to 
the attention of the public security holders too late to put them on notice, the 
prospect of Commission action (to say nothing of possible stockholders’ suits) 
upon public disclosure of the more significant aspects of the scheme might 
well have deterred the controlling persons from proceeding with the scheme in 
the first place. The action taken by the Commission in this particular case was 
possible only because a complaining person happened to direct attention to 
enough facts to prompt an investigation. This was largely an adventitious cir- 
cumstance not foreseen by the controlling insiders. 

(2) The L. J. Mueller Furnace Co., a corporation doing business in Milwaukee, 
also enjoyed greatly increased wartime earnings. At the end of 1944 the book 
value of the common stock was more than $43 per share after provision for 
renegotiation. Indeed, the net current assets position of the common stock, after 
renegotiation, was more than $16 per share. The net earnings for each share 
of common stock during 1944, after renegotiation and after payment of divi- 
dends on outstanding preferred stock, were more than $4 per share; and the 
company’s income during the first months of 1945 was even better. There was 
a dividend restriction on the common stock which prevented any payment of 
dividends thereon until all the outstanding shares of preferred stock were re- 
deemed and a certain bank loan was liquidated. However, 1944 net income alone 
was sufficient to provide nearly half the amount needed for such purposes. 

On March 7, 1945, the president of the company offered the owners of the 
common stock $2 per share for their holdings. Several days later a condensed 
balance sheet and a condensed profit-and-loss statement were mailed to the stock- 
holders. These statements did not indicate the number of shares of stock out- 
standing, and it was therefore impossible to determine from them the book value 
or the net earning of the common stock per share. This factor was particularly 
important because since 1941 the company had been engaged in a program of 
buying its preferred stock. In October 1944 the president of the company 
had refused to consider selling his own controlling block of common stock at 
less than its book value, which at that time was approximately $40 per share. 

This matter came to the attention of the Commission on March 12, 1945, in a 
letter from the husband of a stockholder. Two weeks later the Commission 
obtained a temporary order from the United States district court at Milwaukee, 
restraining the persons involved from soliciting the stockholders for their 
stock without adequate disclosure of all the pertinent facts, and shortly there- 
after a consent decree was entered. Because the Commission learned of the 
situation promptly it was able to act in time to prevent any security holders 
from changing their position by reason of the offer. 

Abbreviated financial statements of the type employed in this case are, of 
course, not permissible under the Commission’s accounting regulations. Unless 
the investor knows the number of shares outstanding, financial statements are 
virtually meaningless. Yet current surveys show an inadequate description of 
capital stock in over 26 percent of the larger type of unregistered company. ™ 

(3) The exploitation of inside information for personal advantage may be an 
isolated act—the result of a special temptation in a period of economie flux. 
But the activities of professional securities swindlers would also be hampered by 
requirements of full financial publicity. A case in point is the Securities Act 
fraud proceeding involving National Credit Finance Corp. 

Two brothers, named Robert W. Hacking and Paul Hacking, had established a 
small-loan business in Minnesota in 1929 through the medium of National Credit 
Finance Corp., and several wholly controlled subsidiaries. Although public 


4 See p, 14, infra. 
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investors had contributed virtually all the capital to this enterprise, the 
Hacking brothers borrowed money from it at will. When the small-loan 
system went into bankruptcy in 1988 the amount of outstanding personal loan 
to the two men and to their privately controlled corporation was in the neig] 

borhood of $750,000. A collection agency which the Hackings owned as a side 
business was also used to exploit the small-loan companies. Persons who had 
resisted efforts at collection, and who presumably were bad risks, received 
money from the small-loan companies. With this they paid their debts to the 
collection agency, which received a 3344-percent commission. In the event of 
failure to pay the new debt to the small-loan companies, the collection agency 
was again retained, and received an additional commission of 3314 percent in 
the event of collection. 

Although National Credit Finance Corp. never enjoyed profitable operations, it 
usually paid dividends on its preferred stock, such dividends coming out of 
capital. Stockholders were never informed about the manner in which the 
business was conducted or about the financial condition of the company. Thus, 
a condensed balance sheet as of December 31, 1936, which was circulated among 
the shareholders, was so faulty that a deficit of $207,000 was disguised as a 
surplus of $39,000. On one occasion a stockholders’ meeting was called for 
Christmas Eve to consider a proposed recapitalization of the oustanding pre- 
ferred stock. The stockholders were not advised that in the aggregate the new 
classes of preferred were to bear a lower interest rate than the old, nor were 
they informed that voting rights in event of default in preferred stock dividend 
payments were to be curtailed. 

The total loss suffered by the public is estimated to have been in excess of 
$1,000,000. In 1941 the Hacking brothers were convicted of mail fraud and 
securities fraud and sentenced to imprisonment for 3 years. 

Had the securities of National Credit Finance Corp. been registered, there 
would have been a duty to make public disclosure of the personal borrowing of 
the insiders, the payment of dividends out of capital, the condition of the surplus 
account, and the details of the recapitalization plan.” 


II. DISCLOSURE AS A MEANS OF PREVENTING FRAUD 


Investors in unregistered securities are especially vulnerable to frauds of the 
types described above, and the reasons for this excessive vulnerability are quite 
apparent. Such investors do not receive the basic protections which the dis- 
closure provisions of the securities acts afford the holders of registered securi- 
ties. It is not difficult to indulge. in unfair or fraudulent practices when there 
are no requirements for period financial reports. It is not difficult to abuse 
management prerogatives when there is no requirement that the solicitation of 
proxies be accompanied by sufficient information to enable the stockholder to 
vote intelligently on the matters for which proxy authority is solicited. Simi- 
larly, an unscrupulous insider can operate with relative freedom if he need not 
make public disclosure of his dealings in the stock of his own company and need 
not account to the company for profits derived from short-term dealings in such 
stock. In such instances, the certainty of ultimate disclosure, and the prospect 
of stockholders’ suits and Commission action, provide effective deterrents to 
these practices. 

When unregistered securities are involved, the Commission may occasionally 
prevent overreaching in its inception if it learns the facts early enough to insti- 
tute injunctive action. The Mueller case, heretofore discussed, illustrates such 
timely intervention. But the Commission must rely largely on complaints by 
investors for knowledge of such cases, and in many cases those injured will 
never know that they have been defrauded. And although the Commission 
under the general criminal provisions of the act may be able to have those re- 
sponsible punished, investigations of securities frauds tend to be complicated 
and time-consuming, and the availability of trained personnel is itself a limita- 
tion on the work the Commission can do in these cases. Furthermore, many of 
the cases in which managements have made unfair use of inside information may 
not be outright frauds in the legal sense; they may be grossly unfair and un- 
justified without actually constituting violations of law. This fact highlights 
one of the principal virtues of the disclosure approach. The reliance which 
security holders must place upon a Government agency such as the Commission 


% In appendix B to this report we cite 13 additional cases of overreaching by insiders at 
the expense of uninformed persons (pp. 32—37, infra). 
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is greatly reduced by adequate disclosure provisions. Information gives in- 
vestors protection more adequate than the largest staff of investigators could 
prov ide. 

The Congress has shown itself fully cognizant of these problems, as appears 
from the committee reports quoted at pages 1-2, supra. The observations made 
by the Congress are no less applicable to unregistered securities today than they 
were to securities traded on the stock exchanges in 1984. The Commission's stud- 
ies of representative groups of companies which have no registered securities dis- 

loses the same abuse of the proxy machinery, the same withholding of in- 
formation and the same enforced ignorance of investors as existed generally 
in 1934. Indeed, the disclosure standards of the companies affected by the pro- 
posed amendment are in many respects lower than those which were the sub- 
ject of congressional action in 1934; the latter, at least, were committed to the 
provisions of listing agreements with the various securities exchanges. 

The surveys which the Commission has made of the nature and extent of 
public information concerning unregistered companies illustrate graphically the 
nonavailability of information to investors who buy and sell such securities. 
The results of these surveys are set forth below, prefaced by an explanation of 
the requirements applicable to registered securities. We shall discuss first the 
practices of registered and unregistered companies with respect to their periodic 
reports, and then take up in similar manner the solicitation of proxies. 


III. REPORTING PRACTICES 
(A) REGISTERED SECURITIES 


Under section 12, any company desiring to list its securities on an exchange 
must file with the Commission and with the exchange an application containing 
sufficient information to permit investors to make an intelligent appraisal of the 
merits of the particular securities. This application must describe the organiza- 
tion, financial structure, and nature of the business; the nature of the outstanding 
securities; the interests of the controlling stockholders and underwriters; and 
full details as to bonus and profit-sharing arrangements, management contracts, 
and special options. The application must also be accompanied by a full set of 
financial statements prepared in accordance with sound accounting principles. 
Under section 13, such a company must keep the data contained in these applica- 
tions up to date, through the filing of annual reports and such other information 
as the Commission may require.” 

Pursuant to these sections, the Commission has adopted forms and account- 
ing standards geared to the special needs of investors. The documents and 
reports filed with the Commission during the past 12 years under the several 
acts it administers have made it the principal repository in the Nation for 
information and financial data concerning American corporations. During the 
lute war the Commission’s files were a source of basic data needed for the effee- 
tive economic mobilization of the Nation. 

The information contained in the public files of the Commission reaches the 
investing public in diverse ways. The registration statements, reports, and 
other documents are examined and digested by representatives of financial pub- 
lications and services, by banks and insurance companies, by brokers and invest- 
ment advisers, and of course by individual investors. Moreover, certain prin- 
cipal financial items are compiled and regularly published by the Commission 
in a series of reports entitled “Survey of American Listed Corporations.” 

The availability of this information makes for a closer relationship between 
market prices and intrinsic worth of securities than would otherwise be possible. 
Particularly in the case of comparisons between companies does it permit the 
investor to take into account the varying accounting bases for disclosed earnings 
per share and the many qualifications affecting other factors commonly re- 
garded as yardsticks of investment value. It greatly affects the trading of 
sophisticated and professional investors and the advice of investment advisers, 


16 This section provides that the Commission shall not set up accounting requirements in- 
consistent with those prescribed under any other Federal statute or rule thereunder for 
persons coming within the purview of such other statute or rule. It further provides that 
carriers filing reports with the Interstate Commerce Commission may file duplicate copies 
of such reports with the Securities and Exchange Commission in lieu of the documents and 
reports required under secs. 12 and 13. 

Sec. 24 of the act provides for confidential treatment in appropriate cases and states that 
the Commission may not require disclosure of trade secrets and processes. 





1188 STOCK MARKET STUDY 


and thereby tends to set more rational prices at which the average investor will 
buy and sell. In these various ways the market price of a security tends to 
reflect the information that is available about the issuing company. 


(B) UNREGISTERED SECURITIES 


In the case of companies not required to make public reports to the Commis- 
sion or to other Government agencies, investors in general get no more informa- 
tion than the company wants them to have. 

There are three main sources to which the investor may resort for information 
regarding the issues of unregistered companies. First of these is the corporate 
charter, usually available at various State repositories. This source is of limited 
utility, since it does little more than describe the general nature of the business 
in which the corporation may engage, its authorized capital structure, and the 
rights of the various classes of stock it may issue. The second source is the 
annual report of the company, where such a report is obtainable. Finally, there 
is the financial manual, which is essentially a secondary source and which can 
only be as informative as the reports on which it relies. While the manual 
services are in a stronger position than the average investor in requesting in- 
formation from the company directly, they usually obtain no more data about 
current operations and profits and the financial condition of the company gen- 
erally than are available in the annual report. 

The character of the annual report, therefore, is usually determinative of the 
extent to which information concerning the company’s affairs is available to the 
public. A survey recently conducted by the staff of the Commission of the an- 
nual reports of sample groups of unregistered companies indicates that on the 
whole reports are seriously inadequate, often to the point of being misleading. 
Nor does this result from the fact that records are not available from which 
satisfactory reports can be made. Such records have long been necessary for 
tax purposes, particularly in the case of companies of the size to which the 
proposed amendments would be applicable. Moreover 85 percent of the financial 
statements studied were certified by public accountants, many of them large, 
nationally known accounting firms. Certification, of course, is itself a repré 
sentation of the existence of adequate records which support the summary state- 
ments certified. There is no question as to the availability of information neces- 
sary to the preparation of reasonably adequate reports. The only question is 
whether such information should be made available to the investing public. 

In making its survey of the financial reporting practices of unregistered com- 
panies, the Commission’s staff initially examined the most recent annual reports 
of an objectively selected sample group of 70 such companies which have at least 
$3,000,000 in assets and 300 or more security holders. The reports were secured 
from the Marvyn Scudder Financial Library of Columbia University, which is 
reputed to have one of the largest collections of such reports in the country. 
Thereafter, to check upon the results obtained in the course of this examination, 
and to determine generally the willingness or readiness of companies of this type 
to supply financial information to interested investors, the Commission asked 
the library to solicit annual reports from a group of 90 companies having the 
same characteristics as the earlier group of 70. After 38 days, 51 of the 90 com- 
panies had submitted their annual reports, 5 had sent letters of refusal, and 
34 had made no reply at all. 

Analysis of the new group of reports” brought to light deficiencies almost 
identical with those of the previous group, attesting to the representative charac- 
ter of the companies studied. In appendix C we set forth the two memoranda 
of the Commission’s staff on the accounting analyses made.” In the body of this 
report, however, the findings in the two memoranda are combined, so as to pre- 
sent the overall results of the survey. 

(1) The absence of nonfinancial information—Among the more significant 
omissions in the annual reports of unregistered companies was a general failure 
to disclose important nonfinancial information. Thus none of the companies 
made any mention whether there were any material transactions between offi- 
cers, directors, or large stockholders on the one hand and the company on the 


17 Although 51 companies are listed as having submitted reports, the reports of only 49 
companies were analyzed. One company was not included in the analysis because its assets 
had fallen below $3,000,000 in its 1944 report; another company had not completed its 
annual report at the time of the solicitation but had agreed to furnish a copy when 
published. 

1% The various companies involved, including those which refused or neglected to furnish 
copies of their reports, are listed at pp. 62, 74—75, infra. 
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other. Nor was there any disclosure of transactions in the company’s stock by 
nsiders. The Commission has no certain knowledge that such transactions 
occurred, but its experience is that in a group of the size studied such transac- 
tions are bound to take place, particularly where public disclosure is not 
required. 

Frequently there was no adequate disclosure of important changes that had 
taken place or were taking place as a result of unsettled conditions, or of the 
effect of such changes upon the business and financial condition of the corpora- 
tion.” Similarly, the terms of bonus or profit-sharing arrangements, the remu- 
neration of top executives, and the salient features of important current con- 
tracts ordinarily were not publicly reported. 

Since the annual report is the only regular channel by which information of 
this sort can reach security holders,” the result is that information highly rele- 
yant to an appraisal of the investment merits of the security is physically un- 
obtainable by the ordinary investor; it is available only to the insiders and those 
whom they choose to take into their confidence. The case histories discussed at 
pages 6-9, supra, and the additional case histories described in appendix B indi- 
cate the abuses inherent in such a condition. 

(2) The scope of financial statements.—The three basic financial statements 
of accounting are the balance sheet, the profit and loss statement, and the state- 
ment of surplus. Each of these statements tells a different part of the story 
of the company’s financial affairs. Each is necessary to an understanding of 
the financial condition of the enterprise, and the absence of any one may make 
the others misleading. 

Yet 16 of the companies studied, or 13 percent, did not furnish a profit and 
loss statement. In some cases these companies did not even indicate whether 
there had been any earnings during the year. The investor’s need to know 
whether a company is making or losing money is too patent to need elaboration. 

Some 24 companies, or 20 percent, did not furnish an analysis of surplus. A 
company not supplying such a statement can, and sometimes does, conceal gains 
or losses of the greatest significance. By withholding such a statement a com- 
pany can report current earnings year after year in its profit and loss statement 
while concealing the fact that substantial losses of an undisclosed nature are 
being charged directly to surplus. 

Fifty-one companies, or 43 percent, followed good financial practice by pre- 
senting consolidated financial statements, but not one of these furnished another 
essential record—an unconsolidated statement for the parent company. In al- 
most all cases where consolidated statements were employed, it was impossible 
to learn even the identity of the subsidiaries that had been included. Further- 
more, a consolidated statement filed without supplementary facts may often 
conceal intercompany relationships of vital importance to investors.” 

(3) The balance sheet—About 52 percent of the balance sheets examined 
were materially deficient when judged by the standards enforced under the 
Securities Exchange Act. The cost common deficiencies were found in the treat- 
ment of reserves, inventories, fixed assets, and capital stock.” 


®In support of a program announced by the Commission last year for the current report- 
ng by registered companies of important war contract cancellations, the New York Times 
made the following editorial statement: 

“The adoption of a policy requiring complete publicity with regard to canceled war con- 
tracts would be a valuable protection to the investor. For many corporations the level of 
current earnings is vitally influenced by income from such contracts. Cancellations in such 
cases may be reflected in substantial reductions in earnings and possible large inventory 
losses, with consequent adverse effects upon the market value of their securities. Such a 
situation carries possibilities of abuse because of the decided advantage held by insiders. 
Stockholders who know of such cancellations before the information becomes generally 
public would be in a position to dispose of their holdings advantageously to buyers who may 
not be fully aware of the actual facts and who, consequently, might be overbidding on the 
securities, 

‘“* * * The only way to insure adequate protection to all investors is to make this infor- 
mation available to everyone at once” (New York Times, April 23, 1945, late city edition, 
p. 18). 

~*~ At times a company may of course make press announcements of developments. 
Whether such announcements come to the attention of the company’s security holders may 
well be a matter of chance. More significant and dangerous are statements appearing in 
the press without the company’s sponsorship, since in the absence of verification or denial in 
an official company report the investor rarely has any means of determining their accuracy. 

2. This is particularly true where the subsidiaries consolidated are not wholly owned by 
De pocate or have substantial amounts of prior securities or debt in the hands of the 
publie, 

The survey revealed many other deficiencies of considerable importance in particular 
cases. These are discussed at pp. 41—44, infra. 
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The proper treatment of reserves and a description of the purposes for which 
they are created are highly important for it is possible by arbitrary treatment of 
the reserve accounts to show almost any income or deficit figure desired, without 
regard to the actual result of operations. Yet, in the staff's earlier study, some 
30 percent of the companies were found to have deducted certain reserves from 
assets without disclosure of the amounts so deducted ; and 23 percent of the com 
panies, all with reserves of substantial size, did not adequately disclose the pur- 
pose of such reserves. A number of these companies merely provided “reserves 
for contingencies” or ‘“‘sundry reserves” with no mention of the purpose they were 
intended to serve: on occasion a reserve would be ambiguously related to “war 
and postwar conditions.” One company with total assets of about $6,500,000 
set up a reserve for contingencies of $2,200,000, without mentioning any specifi 
contingency for which provision was being made. The use of “‘blanket” reserves 
was found to be quite common. Thus, one company had a reserve “for preferred 
dividends, additional income tax, 1939-42, pension, etc.” There was no Way in 
such a case for an investor to determine how much was allocated for each of 
these purposes.” 

More than 68 percent of the balance sheets studied did not make adequate dis- 
closure regarding inventories. Most of the companies did not adequately de- 
seribe the basis of determining the amounts at which inventories were Carried. 
it was common practice, for instance, to show merely a single figure for inven- 
tories without a classification by major groups, such as raw material, work in 
process, and finished goods; without such classification an investor can obtain 
little idea of the general composition of the inventory and its relative liquidity. 

In reporting fixed assets, most of the companies set forth such assets in one 
amount, without disclosure of the major classes of items included therein. One 
company listed 95 percent of its assets under the caption “Property, plant, and 
equipment, including intangibles.’”’ In some cases, property, plant, and equip- 
ment were Shown as a single net figure, with reserves for depreciation already 
deducted ; in such cases the investor has no way of knowing the relative amounts 
at which land and improvements are carried or the extent to which allowance has 
been made for depreciation. 

In a number of instances it was found that companies had arbitrarily marked 
up the value of their assets. At least one of the companies that had written up 
its assets continued to charge depreciation to income on the basis of the old cost 
figure, a practice that overstates the earnings in relation to the balance-sheet 
hgures. 

In more than 26 percent of the balance sheets the description of capital stock 
Was inadequate. In some cases the balance sheet would simply state: ‘Capital 
stock, $3,000,000." Such a description does not advise the shareholder how many 
shares are outstanding and makes it impossible for him to compute the book value 
of his shares or the probable value of those shares in the event of liquidation. 
ln cases where earning statements are available, the failure of the balance sheet 
to set forth the number of shares outstanding prevents the stockholder from 
being able to determine from the report so basic a figure as the earnings per 
share. 

(4) The income statement.—As previously noted, 16 companies, or some 13 
percent of the number studied, furnished no income statements at all.™ 

The income statement, of course, has important functions other than the 
presentation of a final income figure. It shows not only the amount of net profit 
or loss but also the sources of revenue and the nature of the expenses; thus, it 
provides a basis for analyzing the results of operations and the course of the 
business. It is also essential in connection with forecasts of future revenues, 
expenses, and operating results of the enterprise. Hence it is generally agreed 
among accountants and financial analysts that the income statement must show 
such elemental things as the volume of sales, the cost of goods sold, and the 
operating expenses of the business.” 

Yet some 34 percent of the companies failed to disclose volume of sales or 
cost of goods sold. Some of the companies began their income statements with 


2 *3 Charges and credits made against reserves during the fiscal year were disclosed by very 
lew ¢ panies. 

* Three companies which did not submit formal income statements were treated as having 
done so because some summary figures on revenues and expenses were presented in the 
president's letter. 

* This subject is more fully discussed and authorities are collected in the opinion of the 
Commission in In the Matter of American Sumatra Tobacco Corporation, 7 S. E. C. 1033, 
1040-1044 (1939), affirmed, 110 F. 2d 117 (App. D. C., 1940). 
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figure representing gross profits after sales and cost of goods sold. A number 

* companies began with a “net income” figure after all deductions save one 
r two, such as taxation and depreciation. Some 14 percent of the companies 

d not disclose the amount of net income before income taxes. In all, approxi- 

ately half of the reports examined either contained no income statement or 

ntained a highly condensed statement that could be of limited value to an 
vestor. 
5) Explanatory material.—Financial statements prepared in accordance with 
odern accounting methods are ordinarily accompanied by certain supplemen- 
tary material designed to provide an accurate picture of the company and to 
prevent the bare figures and captions from conveying misleading impressions 
n particular instances. Such material is provided by means of explanatory 
notes. While some of the reports studied did have such notes, only one of the 
mpanies offered any that could be considered reasonably adequat« The defi- 
iency most common in this respect was a failure to disclose important account- 
ng policies of the reporting company, such as a basis of determining the 
amounts at which inventories and fixed assets were carried. But there were 
also such deficiencies as failure to note preferred stock dividend arrearages or 
ther restrictions on the use of surplus; failure to state pertinent facts regard- 
a recapitalization that apparently was to be carried out shortly after the 
of the balance sheet; and failure to state the liquidating preference of 
rred stock on involuntary dissolution, although that prefe 
amount by which the preferred stock was carried in the balance sheet.” 

In one case, a company had 30,000 shares of common stock outstanding which, 
during the fiscal year covered by the annual report, had a market price ranging 
from $55 to $63. The balance sheet did not disclose, however, that the company 
had granted its executives an option to purchase 3,500 shares at $12 a share. 
The omission was a material one, since the exercise of the option coul 
educe the value of the outstanding shares. 

(6) Improper or unsound accounting principles.—The deficiencies previously 
discussed have related primarily to inadequacy of disclosure. The very 


T 


rence exceeded 


i seriously 


sketchi- 


ness of the financial statements examined precluded the possibility of a detailed 
analysis as to whether improper or unsound accounting principles were em- 


ployed. However, such accounting oddities were discovered as a “good will’ 
item amounting to 60 percent of a company’s stated assets, although the com- 
pany had a substantial accumulated deficit. In another case a company carried 

good will” item amounting to 30 percent of its assets, despite a sizable deficit 
in earned surplus which had been accumulating since 1936, the date of a 
reorganization. Treasury shares—that is, shares of the company’s own stock 
reacquired by the company—in some cases were shown as an asset, a practice 
which has been widely condemned. In one case dividends on such stock were 
actually reported as income, a pure padding of earnings. 

One company with an “earned surplus” in the neighborhood of $800,000 was 
discovered to have the following financial background: Some 3 years earlier 
the company had undergone a major recapitalization, with its stated capital 
reduced from $17,000,000 to $7,000,000. This was accompanied by a write-off 
of some $10,000,000 in “good will’ and the elimination or cancellation of approx- 
imately $9,000,000 in preferred stock dividend arrearages. Earned surplus 
before the recapitalization had been about $2,100,000, but only $1,300,000 of that 
sum was used for writing off the good-will item, the balance of the charge being 
to capital surplus. To cancel $9,000,000 in dividend arrearages and at the 
same time to carry forward $800,000 as “earned surplus” is grossly misleading. 

(7) Deficiencies in the certification of.the financial statement.—As previously 
noted, 85 percent of the financial statements had been certified by public 
accountants; the statements of many companies had been certified by large, 
nationally known accounting firms. The certificates executed in 82 cases were 
couched in language substantially similar to that which would be required 
under the Commission’s accounting regulations. These certificates represented 


26 These be ficiencies were uncovered through information found in Moody’s services. The 
various financial manuals obtain data of this character from newspapers and financial jour- 
nals and similar sources, which may not normally come to the attention of the security 
hok ler, Sometimes such information is obtained from an earlier annual report of the com- 
pany; where subsequent annual reports do not carry the same item the investor is easily 
misled. However, in most instances the financial manuals carry only such matters as have 
been voluntarily disclosed. By contrast, companies subject to secs. 12 and 13 are required 
to disclose all information necessary to prevent their financial statements from being mis- 
leading to investors. 





1192 STOCK MARKET STUDY 


that the financial statements had been prepared in accordance with generally 
accepted accounting principles and fairly presented the financial condition and 
results of operation of the particular company; and they further represented 
that the audit had been conducted in accordance with normal auditing standards 
applicable in the circumstances which included all procedures that the account- 
ants deemed necessary. 

The fact that the financial statements examined in the course of this study 
were generally grossly inadequate, notwithstanding that 85 percent of them 
had been subject to the expert review of a certified accountant, makes it clear 
that certification of itself does not assure adequate information to the investing 
public. 

Whatever an accountant’s personal views may be about the necessity or 
desirability of disclosure, it is apparent that management policy is the factor 
which determines the nature of the annual report. The Commission’s experi- 
ence has been that, unless accountants can point to legal requirements of good 
accounting standards, they are often unwilling or unable to insist on a position 
contrary to that of the management on the extent of the disclosure which is 
desirable. Accountants need and should have the support of the Commission’s 
accounting regulations.” 


IV. Proxy-SovicitInG PRACTICES 
(A) REGISTERED SECURITIES 


The widespread distribution of securities of American corporations, and the 
Nation-wide character of that distribution, have made the average stockholder 
more and more remote from the management of his corporation. His voice in 
corporate affairs is the proxy instrument; and the entire proxy machinery has 
remained more or less exclusively in the hands of existing management groups. 
The proxy instrument is a necessary and desirable device. If the stockholder 
is informed of the affairs of his corporation and informed particularly of matters 
which are to be transacted at the stockholders’ meeting, the proxy instrument 
serves a desirable and wholesome function. If, on the other hand, the stock 
holder is kept in ignorance of his company’s business, and the proxy instrument 
is no more than a blank check to the management to do as it pleases, the proxy 
instrument serves simply to perpetuate the existing management and leaves the 
door wide open for executive irresponsibility and outright frand. 

These considerations led to the framing of section 14 of the Securities Exchange 
Act of 1934." Section 14 makes it unlawful for any person to solicit proxies, 
consents, or authorizations in respect of any security registered on a national 
securities exchange, in contravention of such rules and regulations as the Com 
mission may prescribe as necessary or appropriate in the public interest or for 
the protection of investors. As previously noted, provisions similar to section 
14 of the Securities Exchange Act appear in the Public Utility Holding Company 
Act of 1935 and in the Investment Company Act of 1940. The Commission has 
adopted a single set of rules, entitled “Regulation X-—14,” which are generally 
applicable under all three acts. 

These rules require that a proxy be accompanied by a written statement 
(proxy statement) adequately advising the stockholder concerning matters to 
be voted upon at the meeting. If the meeting to be held is the annual meeting, 
the annual report of the year’s operations, containing financial statements, 
must be sent to the stockholders in time to be of practical use. 

In the case of an annual meeting, the proxy statement must set forth the 
names of the directors proposed to be elected, their security holdings, and their 
remuneration ; in addition, if they are new nominees, their business experience 
must be briefly described. The personal interest of the management in any mat- 
ter to be acted upon pursuant to the proxy must be described, as well as the per- 
sonal interest of directors and nominees in transactions during the past year to 
which the company has been a party. 

In addition, provision is made in the rules for additional information in the 
case of certain special orders of business. Thus, if action is to be taken on a 


77 A similar finding with respect to the position of accountants in Great Britain was made 
by a committee of the Board of Trade investigating the need for amendments to the com- 
panies acts. Report of the Committee on Company Law Amendment, Board of Trade, Great 
Britain (1945), p. 54. 

*See H. Rept. No, 1383. 73d Cong., 2d sess. (1934), pp. 18, 14; S. Rept. No. 792, 73d 
Cong., 2d sess. (1934), p. 12. 
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nlan providing for the remuneration or compensation of any director or officer, 
security holders must be told generally who is intended to be benefited by the 
plan and how much it may be expected to cost the company. If any other action 

s to be taken, the proxy statement must describe briefly the purpose and general 
effect of the proposal. 

The rules also provide a method for nonmanagement groups at their own 
expense to solicit proxies in opposition to the management. Moreover, proxy 
statements of the management must disclose proposals intended to be raised 
at the meeting not only by the management but also by stockholders when known. 

As previously noted, the proxy rules of the Commission are quite simple. They 
have evolved gradually in the light of years of experience in their administration. 
In their present form, the Commission believes them to be functioning efficiently 
and smoothly. They are probably the most useful of all the disclosure devices 
established by our various acts and represent an effective contribution to cor- 
porate democracy. 


(B) UNREGISTERED SECURITIES 


To check the proxy-soliciting practices of the general type of company to 
which the Commission’s proposed amendment would be applicable, the staff of the 
Commission examined all the proxy materials sent out in 1943 and 1944 by a 
sample group of such companies. The selection of these companies, which are 
76 in number, was objective, the group comprising all the domestic companies 
with assets of $3,000,000 or more whose voting securities have “unlisted trading 
privileges” * on the New York Curb Exchange and were traded during the 
alendar year 1944 in a volume exceeding 5,000 shares. The proxy materials 
examined related to a total of 152 meetings of these companies, of which 142 
were annual meetings and 10 were special meetings. Following are some of the 

atters disclosed by the survey: 

(1) The proxy materials sent out in connection with 89 percent of the annual 

eetings, or 126 out of 142, did not name the persons whom it was proposed to 
elect as directors. 

(2) In only one case was there disclosure of the security holdings of directors 
and nominees, either individually or in the aggregate. 

(83) None of the proxy statements stated the remuneration, either individually 
or in the aggregate, of the management. In one case, the base salary of a gen- 
eral manager was given in connection with a proposal to increase his base salary. 
In another case, involving the adoption of a bonus and profit-sharing plan at a 
special meeting, information was furnished as to the base salaries and per- 
centage of profits (but not the dollar amount) received by the management 
during the past year. 

(4) In connection with 59 of the 142 annual meetings, or 42 percent, 1 of 
the items of business was stated to be the approval and ratification of all acts 
of the management since the last annual meeting; in none of these cases was 
the nature of those acts disclosed. 

(5) The interest (by security holdings or otherwise) of officers and directors or 
their associates in any of the matters to be acted upon was not described in any 
of the proxy material for 151 of the 152 meetings. 

(6) Some 95 percent of the companies did not afford their stockholders an 
opportunity for a “yes” or “no” vote on specific items through a convenient ballot- 
type or box-type of proxy. However, several companies did give notice to the 
stockholders of their right to approve or reject specific items, by stating that the 
proxies, unless otherwise specified, would be voted in favor of the items set forth 
in the notice. 

(7) In connection with 28 of the 142 annual meetings, or 20 percent, the 
annual report of the company was not sent to the stockholders until after the 
meeting had been held. 

In appendix D ™ we list the 76 companies whose proxy materials were studied, 
and we set forth 8 samples of proxy-soliciting materials which serve to illus- 
trate, from the standpoint of the Commission’s proxy rules, particular types of 


deficiencies. However, some of these illustrative materials may be examined 
briefly at this point. 


2? See note 6, supra. 
a Pp. 75-87, infra. 
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Following is the notice sent out by Aluminum Co. of America in connection 
with its 1948 annual meeting: 

PrrTspurGH, Pa., March 26, 1943 

The annual meeting of the stockholders of Aluminum Co. of America will be 
held on Thursday, April 15, 1953, at 11 a. m., eastern war time, at the principa 
oftice of the Company, 2033 Gulf Building, No. 489 Seventh Avenue, Pittsburzh 
Pa., for the following purposes: (1) electing a board of directors; (2) voting upon 
the proposal to amend the bylaws by adding a new article VIII relating to th 
indemnification of directors and officers, as set forth in full on the reverse hereof 
and by changing the former article VIII of said bylaws to article IX; and (3) 
transacting such other business as may properly be brought before the meeting 

Only common stockholders of record on the books of the company at the close 
of business on March 26, 1943, will be entitled to vote at this meeting. 

If you cannot attend the meeting please sign and return the attached proxy 
which is being solicited by and on behalf of the management of the Aluminum Co 
of America. 

ALUMINUM Co. OF AMERICA 
G. R. Gippons, Secretary. 


proxy instrument itself designated three named individuals to ser\ 
ss, and enumerated the matters to be acted upon by these persons 
lly the same language employed in the notice of meeting above quoted 
information was supplied in connection with the matters to be acted 
int to the proxies 
be observed that the stockholders were not told the names of the 
is for whom the proxy agents intended to vote, to say nothing of the 


total 


of information concerning the remuneration and holdings of directors 

linees. The statement that the matters to be acted upon would include 
“such other business as may properly be brought before the meeting” did not, 
of course, constitute adequate notice to investors of matters to be acted upon. 
Under the proxy rules of the Commission there would have had to be separate 
listing of, and adequate information concerning, all matters of business which 
it was proposed to transact at the meeting. 


\s to the proposed amendment to the bylaws relating to the indemnificatior 
of directors and officers,” the Commission’s proxy rules, if applicable, would 
have required the management to describe, among other things, any personal 
interest of the directors and nominees in the proposed amendment, arising 
from such matters as the pendency of lawsuits or the filing of judgments 
against them. Certainly stockholders are entitled to a clear statement of the 
reasons for such a proposal and its probable effect. 

Che notice of annual meeting sent out by the Association Laundries of America, 
Inc., in 1944, was set forth on a post card in very fine print and stated that the 
following were the purposes of the meeting: 

‘To elect directors pursuant to the bylaws; to consider and vote upon the 
approval and ratification of all acts and proceedings of the board of directors and 
of the tinance committee, and of any officer or officers of the corporation, and of 
its attorneys or other agents, since the last annual meeting of the corporation, and 

matters referred to in the annual report to stockholders, and any reports of 
any committee of the board of directors; and to transact such other business as 
liay properly come before the meeting.” 

The accompanying annual report contained no information which was helpful 
in voting on any of these matters. 

The management, in effect, was asking for blind and blanket ratification of all 
its past acts. Under the rules applicable to registered companies, the manage- 
ment would have had to itemize the particular acts and proceedings for which 
stockholder ratification was sought, and also to set forth such highly pertinent 
matters as the remuneration of directors and nominees and their personal in- 


The text of the proposed amendment, which was set forth on the reverse side of th 
notice of meeting, follows: “Each director and officer of the company shall be indemnified 
by the company against expenditures reasonably made by him in connection with any action 

t, or proceeding to which he may be made a party by reason of his being or having been 
a director or officer of the company, except in relation to matters as to which he shall be 
finally adjudged in such action, suit, or proceeding to be liable for negligence or misconduct 
in the performance of his duties as such director or officer, and the foregoing right of indem 


nification shall not be exclusive of other rights to which he may be entitled as a matter of 
law or otherwise.” 
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est in any transaction during the past year to which the issuer, or any sub- 
sidiary thereof, had been a party. Similarly, the “approval and ratification” of 
| matters” referred to in the Annual Report and the reports of committees 
uld proceed only upon an itemization of the specific matters for which approval 
d ratification were sought, together with such pertinent information as the 
xy rules of the Commission might specifically require, depending on the par- 
ular matters involved. “Ratification” by stockholders in a case like this is 
eaningless when stockholders do not know what it is they are asked to ratify. 
otice concerning a special meeting, mailed to stockholders by American 
tash & Chemical Corp. in 1943, listed the following items of business, among 
To consider and act upon service contracts approved and authorized by the 
d of directors subject to the approval of the stockholders, at the meeting of 
ward held on September 16, 1943, between the corporation and W. J. Froelich, 
Baker, Frederic Vieweg, and Peter Colefax, officers of the corporation, for 
ods of 3 years each. 
6. To consider and act upon the recommendation of the board of directors 
a retirement or pension plan be set up for the employees and officers ae the 
poration, and to consider and act upon the general form of such a retirement 
ension plan.” 
No further details on the service col ntracts and pension plan wers given In 
ction with the first of these items, the rules of the Commission would require 
scription of the terms of the service contracts contemplated and the basis o 
pensation to the officers involved. Furthermore, the retirement or pension 
would also have to be described more specifically, with particular attention 
he basis of the contributions, and the special treatment, if any, to be accorded 
he officers of the corporation. 


VY. INSIDERS’ TRADING PRACTICES 


ction 16 of the Securities Exchange Act of 1934 is designed to protect in- 
rs against corporate insiders trading on inside information. Similar pro- 
ns are contained in the Holding Company Act and in the Investment Com- 
Act. 
general need for legislation of this character was succinctly stated by 
it Judge Clark in Smolowe v. Delendo Corporation (136 F. 2d 
2, 1948), certiorari denied, 320 U. S. 751 (1943)): 
“Prior to the passage of the Securities Exchange Act, speculation by insiders 
ectors, adicielens and principal stockholders—in the securities of their corpo- 
tion was a widely condemned evil. While some economic justification was 
aimed for this type of speculation in that it increased the ability of the market 
discount future events or trends, the insiders’ failure to disclose all pertinent 
formation gave them an unfair advantage of the general body of stockholders 
hich was not to be condoned. Twentieth Century Fund, Inc., The Security 
Market, 1935, 297, 298. By the majority rule, aggrieved stockholders had no 
right to recover from the insider in such a situation. And although some few 
courts enforced a fiduciary relationship and the United States Supreme Court in 
Strong v. Repide (213 U. S. 419, 29 S. Ct. 521, 58 L. Ed. 853). announced a special- 
reumstances doctrine whereby recovery would be permitted if all the circum- 
neces indicated that the insider had taken an inequitable advantage of a stock- 
lder, even these remedies were inadequate because of the heavy burden of 
proof imposed upon the stockholders.” 
Section 16 represents an attempt by Congress to meet this problem in several 
Vays. 
Subdivision (a) of section 16, provides that every holder of 10 percent or more 
listed equity security, as well as every director and officer of a corporation 
having a listed equity security, must file with the Commission a statement of 
his ownership of all equity securities of his company (listed or not), and also re- 
port periodically changes in such ownership. Subdivision (b) state s that such 
i siders shall be liable to the company for any profits realized by them through 
trading in stocks of the company during any 6-month period, and subdivision 
) forbids such insiders to make short sales of the equity securities of their 
company. 
These provisions of section 16 apply only to securities registered on exchanges. 
rheir preventive effect is attested to by the fact that most of the cases of market 


60650—55—pt. 2 12 
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abuses by insiders which have come to the attention of the Commission have 
involved unregistered securities. In the typical case, the company has received, 
or is about to receive, some marked advantage, or has had an unusual increase 
in earnings, or is about to undergo some beneficial change in its business. The 
officers and directors know it. The stockholders do not. The officers and dire 
tors buy out the stockholders without disclosing their identity, with a view t 
profiting through subsequent rises in the market or through redemptions or 
dividend declarations, or else they cause the corporation itself to conduct a secret 
purchasing campaign, with a resulting diminution in the number of shares out 
standing and an increase in the value of their own shares. The case histories 
discussed at pp. 6-9, supra, and the additional cases described in appendix bh, 
at pp. 32-87, infra, are illustrative of this all-too-familiar pattern. 

The ownership and current trading reports required to be filed by insiders un 
der section 16 (a) would be a most effective deterrent. So too would the proy 
sions in section 16 (b) for the recapture of insiders’ profits from short-term 
transactions. These would not be the only deterrents, however, for the publi 
filings under sections 12 and 13 and the proxy statements under section 14 wou 
make for enlightenment among stockholders and a corresponding reduction 
the opportunity for fraud based on inside information. Also important is the 
public enforcement aspect, for the Commission’s staff examines all reports and 
other filings, and in many cases the Commission would therefore be put on notice 
of a fraudulent scheme which violates one or more provisions of the act. 


VI. THe REMEDY: EXTENSION OF THE PROVISIONS OF SECTIONS 12, 
13, 14, AND 16 TO UNREGISTERED SECURITIES 
(A) THE PRESENT NEED 

The current surveys and case histories discussed in the foregoing sections of 
this report indicate the nature of the evils which need correcting. They ar 
as bad as anything the act was designed to eliminate. The problem is particu 
larly important at the present time because of the enormous accumulation of 
savings during the war. While at the end of 1989 holdings by individuals of 
cash, deposits, and United States Government securities amounted to 54 billions 
of dollars, holdings by individuals of these highly liquid resources stood at 178 
billions on December 31, 1945. People who had never before owned a security 
began purchasing securities in the form of war bonds. Developments such as 
those which followed World War I are bound to recur.“ Many of these owners 
of Government bonds, prompted in some cases by salesmen, will be seeking 
securities with a higher rate of return, or securities which have the seemingly 
magic property of rising in price from day to day. 

The question-is whether the Federal Government need stand by helplessly 
in the face of abuses in connection with interstate trading in securities of 
corporations which are themselves engaged in interstate commerce. In every 
one of the 48 States, a corporation not organized under the laws of the par- 
ticular State must formally register as a prerequisite to doing business. Yet 
as matters stand today it is common for a corporation to use the facilities of 
interstate commerce without Federal registration and without subjection to 
Federal policies of publicity and disclosure as long as it avoids listing its securi- 
ties on an exchange. 

At page 25, infra, we give estimates of the number of corporations that would 
come within the scope of the proposed amendment. While the very largest non- 
financial corporations are almost universally registered with the Commission, 
some large corporations are not. Among the latter are the following (data are 
for the latest date available) : 


= Cf. H. T. Warshow, The Distribution of Corporate Ownership in the United States, 
Quarterly Journal of Economics, Nov. 1924, pp. 15, 35-36; testimony of Dr. George W 
Edwards, Professor of Economics at the College of the City of New York, in Record of 
Proceedings before the Securities and Exchange Commission in National Association of 
Securities Dealers, Inc., File No. 16—-1A2-1, p. 354. 
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An interesting development of late has been an increase in the number of here- 
tofore closely held companies which have been engaging for the first time in public 
distributions of their securities. The factors accounting for this increase are 
not relevant here. The increase does pose the problem whether the investors in 
such securities are to have adequate protection beyond the initial registration 
equirements of the Securities Act of 1935. 

That gaps exist in the legislative scheme is, as we have seen, contrary to the 
original intent of the Congress in drafting the Securities Exchange Act. While 
some of the gaps have been closed in the intervening years, the Commission be- 
lieves that the time has come to make uniform the protection heretofore made 


available to investors in an almost haphazard pattern under numerous, unrelated 
statutes. 


(B) THE PROPOSED AMENDMENT 


In appendix A ** of this report we have set forth a proposed amendment which 
would extend the protective scheme presently applicable in the case of registered 
securities to all companies of substantial size the securities of which have 
ichieved a significant degree of public distribution. The amendment would add 

new subsection (g) to section 12 of the Securities Exchange Act of 1934, re- 
quiring companies which are engaged in interstate commerce or in business affect- 
ing interstate commerce, or the securities of which are regularly traded in inter- 
state commerce, to register with the Commission such of their securities as are 
not registered for trading on an exchange. Such companies would file periodic 
reports similar to those filed in respect of securities registered on an exchange, 
and their securities would be subject to the provisions of sections 14 and 16 
whether or not a registration statement has been filed. 

The issuers subject to the proposed amendment would be those having at least 
$3,000,000 in assets and at least 300 security holders. It is not intended to reach 
companies the securities of which are held within a single State, even if such 
companies are engaged in interstate commerce, and the amendment gives the 
Commission authority to exempt issuers in such cases. An incidental effect of 
the minimum standards of $3,000,000 in assets and 300 security holders, particu- 
larly the latter, is to create a strong probability that companies meeting both 
standards will have their securities held in more than one State. Where such 
companies are also engaged in interstate commerce it is reasonable to put them 


to the burden of proof upon a claim that their securities are held not in several 
States but in a single State. 


Under section 14 of the act the Commission’s proxy rules are applicable only 
in respect of solicitations of securities registered on exchanges; they 


applicable to the unregistered securities, if any, of the same issuer. Section 16, 


are not now 


“a Pp. 31-32, infra. 
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in general, is applicable with respect to all the equity securities of an issuer whicl 
has any class of equity securities registered on an exchange; there are situation 
however, where, notwithstanding registration on an exchange, the section does 
not become operative, as where the only security of an issuer registered is 
debt security. The effect of the proposed amendment is to make section 14 apply 
to all the securities of companies within the coverage provisions of the proposed 
amendment, and similarly to bring all the equity securities of covered companies 
within the scope of section 16. 

Provision would, of course, be made to avoid duplicate filings under the vari- 
ous acts administered by the Commission. Where a security is already regis 
tered under one of the acts, the other securities of the issuer could normally be 
registered by the filing of a single facing sheet incorporating by reference th: 
registration statement on file. 

uld be specifically exempted, and, in view of the fact that the bill is 

companies with no fewer than 300 security holders, so too would be 

i ‘ance companies. The amendment would also exempt Govern 

curities, including securities issued or guaranteed by States and politica 

or instrumentalities thereof. It would further exempt such secu 

might be issued by religious, educational, benevolent, fraternal, and 
table organizations. The Commission would be given a broad general power 
pt issuers, securities, and transactions not comprehended within the pur 
the amendment A special problem is presented by foreign issuers the 
urities of which are traded in our markets. The problem is a technical one 
which warrants further study and flexibility of administration. Accordingly, 
it is proposed that considerations relevant to the granting of exemptions wit} 
respect to foreign issuers may include the extent to which it is practicable t 
enforce the obligations of the statute with respect to them, and the extent t 
which there may exist a substantial interest in the securities of such issuers in 


the United States 


sul 


( 


It is not intended to make the proxy provisions apply to issues held by a very 
small number of persons. The proposed amendment provides that the provisions 
of section 14 shall not become applicable to any solicitation in respect of ar 

egistered security where all the securities in respect of which the solicitation 
is made are held by fewer than 300 persons. Another provision in the amend 
ment would safeguard corporate action from any cloud of invalidity that might 
otherwise be deemed to follow upon a violation of section 14. 

An issuer which has 300 security holders has engaged in a public distribution- 
if not directly, then indirectly, through the issuance of a large number of trans 
ferable shares. Having engaged in a public distribution, such a company has 
incurred a continuing responsibility as regards the rights of public investors 
Accordingly, the. proposed amendment provides that the new subsection shall 
remain applicable to the securities of an issuer which has filed a registration 
statement until the Commission, upon a finding that the issuer is not subject to 
the subsection, cancels the registration; and that in entering an order of can- 
cellation the Commission may impose such terms and conditions as it may deem 
necessary for the protection of investors. The language as to the imposition of 
terms and conditions is similar to that contained in section 12 (d) in respect of 
voluntary delistings from exchanges. Under that subsection the Commission 
has imposed such conditions as a requirement for a vote of approval by the 
security holders involved. 

The second section of the proposed amendment would effect changes in section 
12 (f) of the Securities Exchange Act, dealing with unlisted trading. As pre 
viously noted, that section permits the extension of unlisted trading privileges on 
an exchange to a security which, in general, has the same characteristics as far 
as information and other protective features are concerned as securities regis- 
tered on exchanges, provided that there exist in the vicinity of the exchange 
sufficient publie distribution and sufficient public trading in the security to make 
unlisted trading on that exchange appropriate. The first section of the proposed 
amendment would create an equivalence of protective characteristics. It is not 
contemplated, however, that the securities of an issuer may be admitted to un- 
listed trading against the wishes of the issuer unless there are compelling consid- 
erations of public interest or the protection of investors which demand exchange 
trading. Hence, section 12 (f) would be amended to provide that an issuer may 
be a party to any application by an exchange in the type of case noted above, 
and that the application may not be granted against objection by the issuet 


2 See p. 28, infra 
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nless the Commission finds the granting of the application to be necessary or 

ppropriate in the public interest or for the protection of investors notwithstand- 

g any showing of detriment to the issuer. 

Under another provision, detriment to the issuer would become an additional 
ground for the termination of unlisted trading. 


(C) THE NUMBER OF COMPANIES AFFECTED 


On the bases of estimates prepared in 1944 by the staff of the Commission,” 
there are some 3,090 companies with $3,000,000 in assets and 300 or more security 
olders, excluding banks. Of these, some 1,600 are registered with the Securities 
and Exchange Commission under various acts administered by it: and some 500 
‘companies not filing reports with the Commission file generally comparable 
reports with other Federal agencies or with State railroad, insurance, or bank- 
ng commissions. This leaves an estimated 1,000 companies not presently filing 
such public reports with any agency. The following table presents a break- 
down of these figures: 


Companies with at least $3,000,000 in assets and 300 stockholders 


I, Reporting to Securities and Exchange Commission under— 
(a) Securities Exchange Act of 1934 
(bo) Other acts (and not under 1934 act)— 
1. Publie Utility Holding Company Act 
1935 - 38 
» 


2. Investment Company Act of 1940_------. 98 


- 1, 591 
Reporting publicly to other Federal agencies, but not Securities 
and Exchange Commission : 
(a) Interstate Commerce Commission 
(b) Federal Power Commission_ 
(c) Federal Communications Commission 


Reporting only to State commissions: 
(a) Public utilities eacinsecniin 
(6) Insurance companies_____----_- : 304 
—_—— 397 
Companies not making public reports to Federal or State agencies 
(estimated ) , 1, 000 


Total (estimated) 3, 090 


(D) LIGHTNESS OF THE NEW DUTIES 


(1) The reporting provisions.—The 102 companies filing reports wi other 
Federal agencies and the 397 companies filing reports exclusively with State 


commissions would have little difficulty in meeting our reporting requirements 


because, particularly as to basic financial data, the reports they file are com- 
parable in detail to our own. It may be necessary of course to require certain 
dditional information geared to the special needs of investors, but this would 
involve no substantial burden. The rule-making powers of the Commission 
inder the act are ample for the formulation of a reporting program that will 
void useless duplication of effort. 

Only some 1,000 companies within the scope of the proposed amendment—+¢ 
numerically small but economically important group—are not presently filing 
public reports with Federal or State agencies. As previously noted, some 85 per- 
ent of these companies already have their financial statements certified by 

iblic accountants. These companies keep accounts and records from which 

iblic reports could easily be compiled. No company with $3,000,000 of assets 
in do business today without such records. These data can be used with 
ttle or no adjustment as the basis for preparing financial statements for stock- 
olders and investors. The burden or difficulty of preparing such statements, 


Current estimates are being prepared and will be available for submission to the com- 
ttees having jurisdiction over the proposed legislation. 
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given the existence of records, is not substantial. Thus the question is not 
whether companies should be required to compile records at substantial expenss 
in time and money, but whether the results shown by records which already 
exist should be made available to investors. 

Against any inconvenience that may result from the reporting requirements 
may be weighed the fact that companies filing periodic reports with the Cor 
mission would find it easier to meet the registration requirements imposed by the 
Securities Act of 1933 in the event they desire to finance by new securities issues 
Ordinarily, the mere filing of a prospectus, plus new and pertinent information 
representing developments since the last annual report, would be sufficient 
Similarly, responsible underwriters would find their own investigatory problems 
much simplified, and they might well undertake financings which at present they 
are disinclined to handle. Another advantage, for those companies interested in 
availing themselves of it, would be the ease of obtaining an exchange market 
for their securities, as noted at p. 29, infra. 

(2) The prory and inside-trading provisions.—As we have observed earlier 
the proxy rules of the Commission impose disclosure requirements which 
ordinarily can be satisfied, without effort and expense, by a simple factual stat: 
ment In the case of some special items of business, such as a merger, or a 
consolidation, or action involving a modification of the status and rights of a: 
outstanding class of securities, the information required to be furnished to 
security holders is such that disclosure involves more obligations: but con 
panies presently subject to these provisions have not found the burdens great 
comparison with the importance of the matter to the investor. In fact, in large 
measure the information required is readily available in the data the corporation 
uses in filing its annual and current reports under section 13. 

Section 16 (a) of the Securities Exchange Act, as previously noted, requires 
officers, directors and 10-percent stockholders to file with the Commission stat¢ 
ments of their holdings and current reports on changes in such holdings. The 
time and effort involved in preparing these documents are negligible. The other 
subsections of section 16 cast no administrative burdens upon any person.™ 


VII. Errect oF THE PROPOSED AMENDMENT UPON THE SECURITIES MIDDLEMAN 


It has been the repeated concern of Congress, voiced in 1934," in 1936, * and 
again in 19388," that the over-the-counter markets should not become a refugt 
for companies which might wish to escape the regulatory provisions applicable 
to securities registered on exchanges. Thus the Senate Banking and Currency 
Committee, commenting in 19384 on the Commission’s power to regulate the over- 
the-counter markets as set forth in section 15 of the original act, said: 

“This power is vitally necessary to forestall widespread evasion of stock ex- 
change regulation by the withdrawal of securities from listing on exchanges, 
and by transferring trading therein to ‘over-the-counter’ markets where manip- 
ulative evils could continue to flourish, unchecked by any regulatory authority.” 

And the House Committee on Interstate and Foreign Commerce in 1934 quoted 
with approval the following excerpt from the report of the Twentieth Century 
Fund on Stock Market Control: * 

“The benefits that would accrue as the result of raising the standards of 
security exchanges might be nullified if the over-the-counter markets were left 
unregulated and uncontrolled. They are of vast proportions and they would 
serve as a refuge for any business that might seek to escape the discipline of 
the exchanges; and the more exacting that discipline, the greater the temptation 
to escape from it. Over-the-counter markets offer facilities that are useful 
under certain conditions, but they should not be permitted to expand beyond 
their proper sphere and compete with the exchanges for business that, from the 
point of view of public interest, should be confined to the organized markets 
This constitutes the sanction for Federal regulation of over-the-counter dealers 
and brokers. To leave the over-the-counter markets out of the regulatory system 
would be to destroy the effects of regulating the organized exchanges.” 


s¢ The provisions of secs. 14 and 16 would become applicable to several hundred companies 
which are already filing reports under sec. 15 (d) of the Securities Exchange Act. 
%S. Rept. Ne. 792, 73d Cong., 2d sess. (1934), p. 6; H. Rept. No. 1383, 73d Cong., 2d 
sess, (1934), pp. 15, 16. 7 = 
S. Rept. No. 1739, 74th Cong., 2d sess. (1936), p. 3: H. Rept. No. 2601, 74th Cong 
2d sess. (1936), p. 4. 
S. Rept. No. 1455, 75th Cong., 3d sess. (1938), pp. 2-3; H. Rept. No. 2307, 75th Cong 
3d sess. (1988), pp. 3 ‘ 
3S. Rept. No. 792, 73d Cong., 2d sess. (1934), p. 6. 
3° H. Rept. No. 1383, 73d Cong., 2d sess. (1934), p. 16. 
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Experience has demonstrated the correctness of these apprehensions. Thus, 
ompanies seeking to delist their securities have conceded that at least one of 
their purposes has been to avoid the necessity of filing periodic reports under 
section 13 of the act;“ or of complying with the Commission’s proxy rules ;“ 
ry of divulging the renumeration of officers and directors under sections 13 and 
14 of the act ;* or to permit controlling insiders to escape the limitations on and 
the publicity attending insider trading arising under section 16 of the act.“ In 
one case,“ the corporate insiders, at about the time of the delisting proceeding, 
were purchasing at 90 the 7 percent preferred stock of the company, which had 
a call price of 120; shortly after delisting had been effected, the company actually 
illed this stock at 120.“ Had the securities remained listed, the insiders would 
ive been accountable to the corporation for any profits made by them through 
| transactions within 6 months of the call. 

Delistings at the instance of issuers have taken the following course in recent 
years: 1942, 16; 1948, 16; 1944, 18; 1945, 7; 1946, 3. It is significant that the 
number of delistings declined after the Commission began to impose as a condi- 
tion to delisting a requirement that the management submit the proposal to the 
ecurity holders for their approval.’ More important, however, is the fact that 

mpanies with listed securities have not found the protective provisions of the 
ict burdensome to them, and the fact that stockholders who have already ex- 
perienced benefits from these statutory provisions would not be disposed to 
relinquish such benefits; they would not, for example, take kindly to the old 
small-print, blank-check postcard proxy after having become accustomed to the 
more informative proxy materials required under the Commission’s proxy rules. 

More significant than delisting is the substantial indication of the tendency 
to refrain from listing on the part of important corporations. As a matter of 
practice, the determination whether a particular security shall be listed on an 
exchange is commonly left by the issuing company to the investment bankers who 
launched the issue. These persons may be primarily interested in maintaining 

dominant position as specialists in the particular security, and may prefer 
the over-the-counter market for that reason. In any event the available evidence 
suggests that the onerousness of these statutory requirements, if any, is a less 
weighty consideration than the preference of the underwriters. While precise 
information is lacking, it is believed that the desire of corporate managements 
to avoid disclosure requirements has been reflected more seriously in the failure 

register their securities on exchanges than in efforts at delisting. 

As previously noted, the original section 15 of the Securities Exchange Act 
of 1984 contemplated that investors transacting business in the over-the-counter 
markets should eventually have the same protection as investors transacting 
business on the exchanges. Limitations inherent in the section itself, plus later 
amendments, militated against the realization of that objective.” The resulting 

mpetitive advantage to the over-the-counter markets has been a continuous 
grievance of the exchanges. 

Between October 1941 and January 1942, hearings were conducted before the 
House Committee on Interstate and Foreign Commerce on various proposals of 
ndustry representatives and of the Commission for amending the Securities Act 


Ely & Walker Dry Goods Co., Securities Exchange Act Release No. 3503 (1943). T! 
pany was a heavy purchaser of its own stock. <A few weeks after delisting was effected 
| without having disclosed its intentions to its stockholders in connection with the appli 
ation for delisting, the company announced a recapitalization plan and thereafter solicited 
nsents to such recapitalization. 
Fireman’s Fund Insurance Co., Securities Exchange Act Release No. 3519 (1943). 

“The Torrington Co.. Securities Exchange Act Release No. 3687 (1945). 

3 Joslyn Mfg. & Supply Co., 10 S. E. C. 311 (1941). 

‘Rudolph Wurlitzer Co., Securities and Exchange Act Release No. 3315 (1942). 

In another case, a company sought confidential treatment under sec. 24 of the act of its 

nership reports filed under sec. 16 (a). This company was buying up the stock of an- 

er corporation, and it did not want any publicity regarding its purchases to reach the 
irity holders of the latter corporation. The request was of course denied. The com- 
ny is not named here because, at its instance, the proceeding before the Commission was 
private one 

“Statistics are for fiscal years. 

“Shawmut Association, Securities Exchange Act Release No. 3564 (1944). affirmed, 
Shawmut Association v. 8S. BE. C. (146 F. 2d 791 (C. C. A. 1, 1945)): The Torrington Co., 
Securities Exchange Act Release No. 3687 (1945). In imposing such a condition, the 

mission has specified whatever method of voting appeared necessary to protect the 
terests of security holders. Thus, in the Shawmut case the condition was that delisting 
pproved by a majority of the holders of record of the outstanding stock and by the 
lers of record of a majority of the shares of such stock. A blanket requirement in all 
es of a simple majority vote would be meaningless and ineffectual to protect public 
irity holders where insiders seeking delisting have voting control. 
“ See pp. 3—4, supra. 
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of 1933 and the Securities Exchange Act of 1934. No action was taken wit! 
respect to the proposals then considered. However, it may be noted that among 
them was one, sponsored jointly by the New York Stock Exchange and the New 
York Curb Exchange, which would have made section 14 of the Securities Ex. 
change Act applicable to all companies having at least $3,000,000 in assets and 
a minimum of 300 stockholders in the particular class of securities being so- 
licited. Another proposal sponsored by the same parties was that, in general, 
the provisions of section 16 (a) of the Securities Exchange Act (ownership 
reports by officers, directors, and principal stockholders) should similarly be 
made applicable to all companies with $3,000,000 in assets and 300 security 
holders. A third amendment, proposed by the Commission and endorsed by the 
industry representatives, would have broadened the requirements of periodic 
reporting applicable to new securities issues.” These proposals are of course 
generally comparable with the proposed amendment. 

In legislation regulating the Nation’s securities markets Congress has evinced 
a purpose ‘“‘to create a fair field of competition * * * between exchanges as a 
group and the over-the-counter markets and to allow each type of market to de- 
velop in accordance with its natural genius and consistently with the public 
interest.” ® 

Adoption of the amendment would be in line with that objective. It would pu 
an end to any tendency on the part of corporate management to select that market 
for its security holders which is available with fewest restrictions upon manage- 
ment. Any tendency on the part of management to deny security holders the 
facilities of an organized securities exchange in order to avoid the attendant 
disclosure responsibilities would disappear. The exchanges and over-the-counter 
markets would then be on a truly competitive basis with the governing considera- 
ion being the service which each can supply the investor. 

For the over-the-counter dealer the amendment would involve certain advan- 
tages and disadvantages. As to the latter, it may be noted that added impetus 
would be given to exchange trading by the fact that a company desiring to list 
ts securities on an exchange would as a rule be able to do so simply by 
filing with the exchange its registration statements and its intervening reports, 

us such other information as the exchange might require. Furthermore, adop- 

m of the amendment may well result in an increase in the extent of unlisted 
rading on exchanges. At present the policy of the act is that unlisted trading 

ivileges shall not be extended to securities which are not subject to protective 
provisions on behalf of investors substantially equivalent to those applicable in 
the ¢: of listed securities; and as a general matter the Commission has not 

| it advisable to grant exemptions from this broad requirement although 

it has statutory power to do so in appropriate cases. The proposed amend- 

ment would automatically create such an equivalence of duties, and make 

unlisted trading potentially available wherever adequate public trading activity 

and public distribution exist in the vicinity of the exchange and unlisted trading 

herwise in the public interest. It should be noted, however, that by the 

' the proposed amendment the company involved would be given an 

f not controlling voice on the question whether its securities shall 
tted to unlisted trading in such cases. 

e advantages to the over-the-counter dealer, one consequence of the 

osed amendment, it should be noted, may be a decrease in private place- 

To the extent that companies reluctant to yield information to in 

s may have resorted to private financing to supply their new capital needs 

avoiding public offerings of new securities and the attendant duty of 

‘ation, the amendment with its uniform registration requirements would 

~jound to the benefit of the securities dealer, for there would be no incentive 

o avoiding public offerings on account of the disclosure provisions of the 

Securities Act of 1933. 


} 


‘? Proposed amendments to the Securities Act of 1933 and to the Securities Exchange Act 
34, hearings before the Committee on Interstate and Foreign Commerce, House of 
tatir 7th Cong., 1st sess., on a comparative print showing proposed changes 
of 1933 and the Securities Exchange Act of 1934, and H. R. 4344, H. R 
32 (1941-42). 
the conferences with the Securities and Exchange Commission and its 
| for amending the Securities Act of 1933 and the Securities Exchange 
by the representatives of Investment Bankers Association of America, Natio1 
1 of Securities Dealers, Inc., New York Curb Exchange, and New York Stock 
1941), 103-105, 243-247, 257-261 
Rept. No. 2601, 74th Cong., 2d sess. (1936), p. 4. The language was with reference 
mendment to the Securities Exchange Act (the present sec. 12 (f)) dealing with 
d trading on exchanges 





\ 


STOCK MARKET STUDY 1203 


Moreover, the broker or dealer interested in trading securities 
count would no longer be acting in the dark. At present, when dealing in se 
rities Which are not registered with the Commission and concerning which 
formation is not available in the public files of other governmental 
he dealer proceeds largely upon guesswork, or upon the basis of his o 
gations, which are expensive, 


for his own 


agencies, 
vn inves- 
time-consuming, and often inadequate. The 
dealer, like the investor, sometimes purchases relatively worthless securities. 
This may happen, for example, in the course of large distributions of 
by noncontrolling stockholders, to which the 
Securities Act of 1933 are not applicable. 


securities 
registration provisions of the 
The competition of dealers among 
themselves in these cases makes for a willingness to accept large blocks of secu- 
rities even though reliable information is lacking upon which a valid judgment 

to investment merit may be based. The availability of pertinent 


informa- 
in the offices of the Commission, or through secondary 


sourees derived 


om filings with the Commission, would make it possible to weed out the bad 
and to recognize the good. To a considerable extent, the opportunities to trade 
pon inside information would be curtailed. However, there would be the advan- 
ges of trading in a well-ordered and more stable market, with the element of risk 
tter appraised and with the prospect of happier and more permanent rela- 
nships with satisfied customers. 


SUPPLEMENTAL REPORT TO CONGRESS BY SECURITIES AND EX- 
CHANGE COMMISSION ON A PROPOSAL TO SAFEGUARD INVESTORS 
IN UNREGISTERED SECURITIES 

Recommending an amendment to the Securities Exchange Act of 1934 
would extend to investors in unregistered securities the protection nov 


to investors in registered securities by reason of sections 12, 13, 
the act 


which 
afforded 
14, and 16 of 


I. THE PROPOSAL 


Experience with the various acts administered by the Commission has demon- 
ated that there exists a serious gap in the protections afforded investors by 
ose acts. Any issuer which has registered a security for trading on a national 
curities exchange must, under the provisions of sections 12 and 15 of the 
curities Exchange Act of 1934, make public reports of its financial condi- 
i, its earnings, its capital structure, and such other information as 
determination of the merits of its securities. 
Such companies must also, pursuant to section 14 of the Secu 
. file with the Commission a copy of any material used to so 
ders of registered securities. The Commission reviews this 
mine whether there are any false, misleading, or inadequate 
t the persons to whom the proxy materials are addressed ma 
to exercise an informed judgment. Opportunity is also afforded 
ders not connected with management to present their views upon m: 
yposals, and to initiate any proposal which is an appropriate subject 
der action, in such manner as to enable the entire body of voting 
ders to consider competing contentions and make their 
th democratic traditions. We think it no exaggeration to sa ‘ 
i¢ such implementation of the rights of corporate security holders o 
rporate system could not long 
aditions. 
| 


decision 


endure consistently without 


n addition, section 16 of the Securities Exchange Act provides that officers 
rectors, and principal stockholders of issuers with any equity security reg- 
stered on a national securities exchange must report purchases and sales of their 
mpany’s securities; they are prohibited from engaging in any short selling 
| profits made as the result of purchases and sales within 6 months inure 
he company. $v these provisions the Congress sought to prevent the unfair 
of inside information obtained by officers, directors, and principal stock- 
ders to the detriment of the public investor. 
\lthough these safeguards were first applicable only with respect to those 
ssuers which chose to register their securities under the Securities Exchange 
t for trading on a national securities exchange, it soon becan 
ere existed no logical reason for such a limitation. <Ac« 


+ 


ie apparent that 
ording vhen ft] 
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Congress enacted the Public Utility Holding Company Act of 1935 it included 
substantially similar protections for investors of public utility holding com 
panies. Again, in 1986, by an amendment to the Securities Exchange Act, 
reporting requirements similar to those in section 13 of the act were made 
applicable to any issuer thereafter registering a public offering under the 
Securities Act of 1933 where the amount of the particular class of securities 
outstanding aggregated $2,000,000. Again in 1989, when the Trust Indenture 
Act was passed, the Congress included a provision subjecting issuers which 
qualified indentures in connection with public bond offerings to reporting require- 
ments similar to those governing securities registered on exchanges. And then 
again, in 1940, the Congress provided in the Investment Company Act for the 
extension of all the protections afforded by sections 12, 13, 14, and 16 of the 
Securities Exchange Act to investment companies, without regard to whether 
the securities of the companies were registered on exchanges. 

It thus appears that the various acts have quite fortuitously discriminated 
against those security holders whose securities do not happen to be registered 
on a national securities exchange and do not come within the specific legislation 
adopted in 1935, 1936, 19389, and 1940. Indeed, only partial protection is pro- 
vided with respect to those companies which are subject only to the reporting 
requirements of the 1936 and 1939 legislation. Protection or lack of protection 
is therefore dependent upon such irrelevant factors as type of industry and 
type of market. Clearly, there is no basis in logic for such a hit-or-miss scheme 
of investor protection. 

In a report to the Congress in 1946* the Commission proposed—and this 
report reiterates the proposal—that the situation be remedied by the adoption 
of an amendment to the Securities Exchange Act of 1934 which would extend 
the protective provisions of sections 12, 13, 14, and 16 to all corporations having 
at least $3,000,000 in assets and at least 300 security holders. If such an amend- 
ment were adopted, the distinction between protected and unprotected investors 
would then depend upon the size of the corporation and the degree of public 
ownership as measured by the number of security holders. The proposal, 
therefore, in outlining the protections to be afforded substitutes a rational dis- 
tinction based on public interest for the irrelevant distinctions resulting from 
the present gap in regulation. 

In order to avoid any possibility of hardship where a company, though within 
the financial and stockholder limits prescribed by the legislation, does not have 
the type of security distribution affected by a public interest, the Commission 
suggests that it be given a wide discretion to exempt by rule “any issuer, security, 
transaction, or person’ which it deems “not comprehended within the purposes” 
of the legislation. 

The text of the proposed amendment is set forth infra as appendix A, and a 
discussion of ifs specific provisions is contained at pages 23 to 25 of the 1946 
report 

This report is intended as a supplement rather than as a substitute for 
the 1946 report. It includes the results of the study undertaken by the staff 
of the Commission in 1949 to determine the present need for the recommenda- 
tions then made. Since it was found that the same abuses present in 1946 
existed in 1949 similar recommendations have resulted from the 1949 study. 
Ilowever, no attempt has been made in this report to repeat matters adequately 
discussed in the 1946 report. 


II. PRESENT NEED FOR THE PROTECTIONS 
A. REPORTING PRACTICES 


In 1946 the staff of the Commission examined the financial reporting prac- 
tices of a representative group of companies which did not file their financial 
statements with the Commission and compared their statements with the 
standards of fair and adequate disclosure set forth in Commission rules and 
regulations. In all, 119 companies were examined, each of which had at 
least $3,000,000 in assets and 300 security holders. On the basis of the mini- 
mum standards established by the Commission, it was discovered that most 
of the 119 companies issued financial reports which were in some degree 
misleading or inadequate. 


Printed as H. Doc. No. 672, 79th Cong., 2d sess. 
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In order to verify the conclusions reached in the 1946 studies. a new study 
was undertaken in 1949. This study covered 61 of the 119 companies examined 

1946 and 98 new companies, each of which possessed assets in excess of 
$3,000,000 and at least 300 Security holders. We believe these companies to 
be a representative sample of such corporations as would fall within the 
scope of the proposed legislation. 

In appendix B there is set forth the memorandum prepared by the Com- 
ission staff, which discusses in detail the results of the new studies. Only 

summary of the more significant findings is included in the body of this 
report. In general, the new study discloses that no significant variation in 
the reporting practices of a substantial proportion of the companies considered 
as taken place since 1946. 
(1) The absence of nonfinancial information 

As in 1946, it was discovered that there was a general failure to disclose 

portant nonfinancial information. None of the companies made any mention 

material transactions between the company and its management, and there 
as little discussion of impending developments which might affect the com- 
iny or the industry, although there was generally voluminous material in 
the president’s letter, which preceded most reports, about the history of the 
ompany, its products, and the sales trend. 

») The scope of financial statements 

Of the 159 companies studied it was found that 19 of them, or fully 12 
percent, did not publish one or more of the three basic statements which are 
ssential to any analysis of the condition of a business—the balance sheet, 
the profit and loss statement, and the Statement of surplus. One of these 

mpanies which did not furnish a balance sheet of its stockholders had 1,960,- 
000 shares of $25 par value stock outstanding, was earning almost $10,000,000 
per year, and had 7,231 stockholders. There was no way of ascertaining its 
assets. Purchasing or selling under such circumstances at best entails a high 
egree of speculation in which the insider who knows the undisclosed informa- 
lion possesses an unfair trading advantage. 

') The balance sheet 


rhe balance sheets of 89 of the 159 companies were patently deficient when 

idged by standards which the Commission imposes upon registered companies. 
Of these, 32 were deficient in a number of important respects. It should be 
emphasized that these deficiencies were so obvious they could be detected by a 
casual inspection of the balance sheet, without the aid of inquiries concerning 
uspicious items. Although the deficiencies related primarily to disclosures with 
espect to fixed assets, inventories, reserves, and capital stock, there were also 
such omissions as the failure to report restrictions against the declaration of 
dividends in instances where such restrictions were known to exist, and the 
lallure to segregate receivables into amounts due from officers and employees and 
mounts due from customers. 

The pattern followed was found to be identical with that found in the 1946 
study. Fixed assets were shown in a lump sum, without any indication whether 
they were land, buildings, machinery, equipment, or some other type, in 101, or 
64 percent, of the balance sheets Studied.* Also, there was often no Separate 
leduction shown for depreciation, so that the investor was unable to ascertain 
the carrying value of plant property and the extent to which provision for 
depreciation had been made. In 13 instances it was stated that depreciation had 
been deducted but the amount so deducted was not shown. Frequently there was 
ho mention of the basis upon which the company carried its assets. 

The inventory amounts, too, were lumped together so as to give no indication 
‘f the liquidity of the items in 88, or 56 percent, of those balance sheets studied 
which contained such an account. Sound accounting practice requires the classi- 
cation of inventory so as to indicate Separately finished goods, work in process, 
and raw materials. This division is of utmost importance in any analysis of the 
imancial position of a company which has large inventories. Even more important 
S a disclosure of the basis upon which the inventories were valued, e. ¢.. “cost,” 

cost or market, whichever is lower,” and whether in determining “cost” or 


Sa 


* These disclosures are not required in balance sheets filed pursuant to regulation S—xX, 
Commission regulation governing the form and content of financial Statements, but a 
porting schedule is required which subdivides fixed assets by major classes, 
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“market” a system of “average cost,” “last in—first out,” or some other system 
was used. Widely divergent results may be obtained by using one or another of 
these techniques of valuation. Nevertheless, 20 companies did not indicate the 
method adopted. 

The balance sheets were also inadequate in their statements of reserves. It 
was impossible to ascertain, in 52, or 50 percent, of the 104 statements that 
showed reserves other than for depreciation, the purpose for which the reserves 
had been established. They were described merely as “reserves,” or “reserve for 
contingencies,” or in some other very general language. 

Capital stock and treasury stock were often presented in a misleading or 
inadequate manner. Sixteen reports failed to show the number or classes of 
capital stock outstanding, or combined the capital stock liability with the surplus 
account, and in four instances treasury stock was improperly shown as an asset 
Indeed, one of these reports showed dividends on treasury stock as income to the 
company. 


(4) The income statement 


Unless an adequate profit-and-loss statement is furnished, the investor is 
helpless to make an adequate estimate of the efficiency of management or the 
future trend of the business. Consequently he cannot, under such circumstances, 
reach a sound decision upon his investment policies with respect to the com- 
pany. If sales and cost of sales are not known there is no possibility of gag 
ing the effect of changes in operating costs such as wage rates and material 
costs Which may determine the desirability of acquiring or retaining an inter- 
est in the enterprise. Similarly, the width of the profit margin and the de- 
tailed revenues and costs, when compared with those of similar enterprises, 
help determine the efficiency of the management and thus assist the stockholders 
in reaching a determination whether to continue management in office. 

In spite of the obvious necessity for a full and complete income statement 
7 percent of the companies (11) furnished no income statement at all and 52 
percent (83) furnished statements deficient in several material respects; 79 
companies failed to disclose sales or cost of sales, 40 of them furnishing neither 
item. Other companies combined cost of goods sold with operating expenses, 
so that only the total amount of costs was available. 


(5) Eaxpanatory material 


Even if the financial statements have no readily detectable inadequacy, they 
may be a vehicle for misleading information. Financial statements are rarely 
understandable without explanations, which usually appear in footnotes. For 
example, the accounting policies, principles, and practices followed by a com- 
pany with respect to the disclosure of restrictions on surplus, the basis for de- 
termining the depreciation provisions, valuation of inventories, and many other 
matters are highly essential to a proper interpretation of the financial state- 
ments. Such explanatory material, however, was absent from the great major- 
ity of the statements examined. 


(6) Deficiencies in the certification of financial statements 


One hundred forty-eight of the one hundred and fifty-nine companies, or 93 
percent, attached accountant’s certificates to their reports. Of these, 135, or 
91 percent, were expressed substantially in accordance with the standard form 
of certificate, which meets the Commission requirements. The remaining 13 
were deficient, chiefly in that the certificates contained statements that no phys- 
ical tests of inventories were made, a standard auditing practice whose impor- 
tance was dramatically illustrated in the McKesson & Robbins case a few years 
ago, when such omissions contributed to the failure to detect that the company 
had substantially inflated its assets and earnings.* Nevertheless the certifi- 
cates stated that the examinations had been made in accordance with generally 
accepted auditing standards. 

In appraising the effect of lack of regulation of financial statements it should 
be borne in mind that statements—correct within their own framework— 
may nevertheless distort each other when it is attempted to compare them unless 
they are based on a consistent application of uniform standards such as the 
Commission insists on in administering the disclosure requirements. 


3 See Report of the Securities and Exchange Commission In the Matter of McKesson & 
Robbins, Inc. (1940). 
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B. PROXY SOLICITING PRACTICES 


In 1946 the staff of the Commission examined the proxy soliciting material 
ent out in 1943 and 1944 by all domestic industrial corporations having assets 
$3,000,000 or more whose voting securities had unlisted trading privileges 
the New York Curb Exchange and were traded during the calendar year 
1944 in a volume exceeding 5,000 shares. The material examined related to 
tal of 152 meetings by 76 companies. 

In order to determine whether any significant change had occurred since 
this study and in order to check upon the results then obtained, the Commis- 
sion staff made a new study in 1949 of the proxy-soliciting materials 
during 1948 and 1949 by all domestic industrial corporations not subject to 
the Commission’s proxy rules whose voting securities enjoyed unlisted trading 
privileges on the New York Curb Exchange regardless of size of company, 
imber of security holders, or volume of trading. It was found that there 

ere 97 such corporations, but one of these held no meetings during the 2 years 

vered so that the material of only 96 corporations was examined. All but 
ne of these held two annual meetings during the period under review. In 
ldition to the 191 annual meetings, these corporations also held 11 special 
eetings at which proxies were solicited. Thus, a total of 202 meetings was 

ld, each of which involved some representation to voting security holders on 

basis of which a proxy was requested. Of the 76 corporations included in 
the 1946 study, 61 were included also in the 1949 study. A comparison of the 
nformation disclosed in the materials studied in 1946 with that disclosed in 
the materials studied in 1949 indicates that many of these companies undertook 

) remedy inadequacies cited by the Commission. Thus, it became more common 
to send out annual reports before or concurrently with the solicitation rather 
than after the meeting itself.* Indeed, by 1949, 3 of the 61 companies (but 
nly 3) included in their notice, proxy, annual report, and proxy statement 
substantially all of the information the Commission would have required them’ 
) disclose if they had been subject to the Commission’s proxy rules. 

However, by far the majority of these 61 companies continued to request their 
security holders to exercise their corporate franchise without providing them 
with adequate information on which to base the exercise of this right, and 


a 


used 


the other 25 companies covered by the 1949 study appeared to be equally remiss. 
Only 1 of these 35 companies furnished its security holders with substantially 
ll the information they needed to exercise an informed judgment about the 
management of their corporation’s affairs. 
The subject matter with respect to which proxies were solicited 
classified as follows: 


may be 


Number of 
meetings 


191 
30 


Election of directors. 
pe ee ee ee us 
Approval of all acts of management ea 
Bonus and profit-sharing plans, including stock options____._._._.__.._-__-~ 4 
Pension and insurance plans__---~~- es Satine renin haaeshinbond 12 
Management employment contracts ; 
Compensation of directors mee Sis eats Soc aientikacas iecectatia te Sade 
Bylaw and charter amendments providing for indemnification of officers 
I i ee i 5 hh auc finnses 
Supervisory contract with an affiliate 
Modification of an underwriting contract 
Purchase and sale of property 
Merger agreement 
Authorization for new or additional securities_.______._____- 
Modification or exchange of securities_._._._.........._.________ 
Authorization for purchase of outstanding securities______ uae 
SORIINNAE  O GRRRRNIEY (GRR 8 i ec 
Approval of charitable contributions___ 
Miscellaneous bylaw and charter amendments_____ 


9 


VCH POR hee 


*The annual reports were sent to stockholders before the proxy material in 32 instances, 
they were sent out concurrently with the proxy material in 132 instances, and they were 
sent out after the meeting in 27 instances. In the 1946 study it was found that in fully 20 


ercent of the cases the annual reports Were sent out after the annual meeting had been 
eld. 
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In only 10 of the 114 meetings where action was taken upon matters other than 
the election of directors were the stockholders accorded a right to vote with 
respect to the specific item to be considered at the meeting. In the other 104 
instances the stockholders were compelled either to vest absolute discretion 
the proxyholder or be disenfranchised. Some typical inadequacies which the 
staff of the Commission found to exist are set forth below: 

(1) Election of directors 

The Commission believes that requests for proxies to select directors should 
disclose at least the names of the persons for whom the proxy solicitors intend 
to vote. Without this information it would seem impossible for the stock- 
holder to exercise an intelligent judgment in connection with the request 
Nevertheless, on S84 percent or 160 of the 191 occasions on which proxies were 
sought in connection with the election of directors, the nominees were not dis- 
closed. Indeed, in 33 instances not even the officers and directors in office were 
disclosed. 

The Commission also believes it is of paramount importance to the owners of 
a business to know what remuneration management receives and how much 
of the company’s securities it owns. But the remuneration of management 
was not disclosed, either individually or compositely, in 97 percent or 185 of 
the 191 instances, and the security holdings of the officers and directors wer 
not disclosed in 95 percent or 181 of the 191 instances. 


(2) Approval of the selection of independent auditors 

In substantially all of the 30 instances, where stockholders were asked 
to approve the selection of independent auditors for the ensuing year, the name 
of the proposed auditing firm was not disclosed. Obviously, a proxy given 
for this purpose without such a disclosure would have as little basis as proxies 
solicited in connection with the election of directors without disclosure of the 
nominees. Such information is particularly relevant where the company in 
tends to change auditors, an intention which seems to have been present in a 
number of instances. 


(3) Approval of all acts of management 


In 54 instances stockholders were requested to execute proxies for the purpose 
of ratifying and approving all acts of management since the preceding annual 
meeting. None of the requests disclosed the nature of the acts, although it was 
evident from other available information that many acts of a material nature 
had occurred, such as the sale and purchase of property, the sale of treasury 
shares to key employees, the adoption of a pension plan, and the borrowing of 
substantial amounts of money. One company phrased its request in terms of 
the approval and ratification of all acts of the board of directors, including all 
contracts, acts, votes, proceedings, elections and appointments made since the 
preceding annual meeting, and, as a separate item in the same notice, all acts of 
the stockholders taken at the last annual meeting and all acts of management 
taken pursuant thereto. That company, it should be noted, followed the practice 
of submitting uncertified financial statements to its stockholders after the annual 
meeting had been held. 


(4) Bonus and profit-sharing plans 


In one case where the stockholders were asked to endorse a bonus and profit- 
sharing plan for officers and directors, that plan had already been put into effect 
by management during the year. The only information furnished to stockholders 
was contained in the company’s annual report which accompanied the proxy 
solicitation. It stated: 

“For several years it has been a company practice to distribute bonuses to 
eligible employees, in addition to established salaries, in recognition of their 
special contributions to the company during the year. 

“The board of directors on June 11, 1947, voted in favor of a formalized plan for 
the distribution of bonuses. In accordance therewith a bonus plan, based upon 
profits, was adopted, which, in the judgment of your directors, should have a 
substantial and beneficial effect on its recipients and thereby on the future opera- 
tions of the company.” 

The Commission’s proxy rules would have required information to be furnished 
at least with regard to (1) the method of computing the amount of bonuses and 
the approximate number of eligible recipients so that stockholders would have 
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me idea of what proportion of the profits was involved, and (2) the amounts 


iyable to management personnel. Such minimum disclosure is essential to the 
exercise of an informed judgment. 

>) Pension plans 

In about 80 percent of the cases where stockholders were asked to approve 
ension plans, the management did not reveal the amount of pensions payable 
to directors and officers at retirement, either individually or in the aggregate, 
nd their cost to the company. This highly relevant information is required by 
the Commission’s rules. 


6) Employment contracts 
In every instance in which stockholder approval was sought for existing 
employment contracts, no information was given as to the identity of the persons 


volved, the number of such contracts, the terms thereof, or the compensation 
payable thereunder. 


Compensation of directors 
The soliciting material used by management in asking for proxies from stock- 
iders authorizing them to fix the compensation of directors did not indicate 
the current compensation of the directors and failed to designate the compensa- 
tion to be fixed pursuant to the authority conferred by the proxies. 


} 


(8) Indemnification proposals 


Not one of the five notices sent out by management asking for stockholder 
approval of bylaw or charter amendments to provide for the indemnification of 
directors and officers by the company stated whether there were any actions 
pending or threatened which might bring the indemnification provision into 
play. 

(9) Authorization for new securities and modifications of existing securities 

The Commission’s proxy rules require that stockholders be furnished financial 
statements when their proxies are solicited for the authorization or issuance 
of senior securities or the modification of the rights of existing securities. In 
about half of the cases examined where this type of transaction was to be voted 
ipon, it was found that financial statements were omitted entirely from any of 
the proxy-soliciting material. In the balance of the cases financial statements, 
inadequate under the Commission’s rules, were included in the accompanying 
annual report. In no instance did the directors and officers indicate whether 
they themselves intended to make the exchange of securities for which they 
solicited stockholder approval. In fact, in only one instance did management 
ist its holdings. A stockholder faced with a request for a proxy who does not 
know of the self-interest of management is obviously at a disadvantage. The 
Commission rules require disclosure of this interest. 

In appendix C are listed the 104 companies whose proxy materials were 
studied. 


C. INSIDERS’ TRADING PRACTICES 


The provisions of the Securities Exchange Act, the Holding Company Act, 
and the Investment Company Act designed to protect investors against trad- 
ing by corporate insiders on the basis of information not available to the public 
have been, as they were intended, to be, largely automatic in operation. Reports 
are filed by the 10th day of the month following any purchase or sale, and the re- 
capture provision comes into play whenever both a purchase and a sale take 
place within 6 months of each other. It is unnecessary to prove either the actual 
existence of evil intent or the possession and use of inside information. Any 
profit realized goes to the corporation regardless of the existence of an evil intent 
or the actual possession and use of inside information. 

The Commission observed in 1946 that most of the cases of market abuses 
by insiders which had come to its attention involved unregistered securities. 
That same observation is appropriate in connection with the 1949 study. In 
i recent case, which came to the Commission’s attention when a stockholder 
registered a complaint, the controlling stockholders in a bridge company pur- 
chased all the stock in the company from the other stockholders, knowing that 
negotiations were in progress under which the stock would be purchased by 
a publie authority at a vastly increased price. Such a purchase was made by 
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the insiders, and a substantial profit realized within 2 months of the time the 
first stock offers were solicited from the public.* 

Abuse of inside information, the Congress found in 1934, was of all too fre- 
quent occurrence. It has been largely suppressed by reason of the present 
legislation insofar as the exchange markets are concerned. The Commission 
helieves investors in unregistered securities are also entitled to protection against 
abuse of inside information. 


III. CorPoRATIONS AFFECTED 


he 1946 study it was estimated that approximately 1,000 companies with 
holders did not report at all to 

State agencies. The 1949 study, which was based upon a count 

f all rporations listed in the various financial manuals, indicates that there 
ire 1,118 companies within this classification which do not file reports wit! 
the Commission. None of the safeguards discussed in this report is afford: 
nvestors in these corporations. Some additional companies afford only parti: 
protection. Thus, 435 companies with at least $3,000,000 in assets and 300 
security holders have registered securities under the Securities Act of 1933 
ince the adoption of the 1936 amendment requiring the filing of reports in cer- 
such cases, and are therefore required to file periodic financial reports 


the Commission substantially similar to what would be required under 

roposed legislation; but these companies are not required to file any proxy 

materials nor are their officers, directors, and 10-percent stockholders subject 
the insider-trading provisions of the Securities Exchange Act. 

2 companies have one or more classes of stock listed on a registered exchange 

nd one or more classes not listed. The companies are therefore now subject 
to the reporting and insider-trading provisions of the Securities Exchange 
Act" and any proxy solicitation of holders of a listed issue must comply wit] 
Commission rules; the proposed legislation would also accord the benefits of 
the act to the holders of the unlisted issues. 

There are also 19 public-utility holding companies which are registered with 
the Commission under the Public Utility Holding Company Act but which have 
stock with a total market value of $537,000,000 that is not registered on a 
national securities exchange. The only effect of the proposed legislation upon 
these companies would be to subject 10-percent stockholders to the insider- 
trading provisions of the Securities Exchange Act and bring into play the pro- 
hibitions against short selling by insiders. Set out below, classified according 
to type of issuer, is a table showing the number of companies which would be 
affected by the proposed legislation : 


j 
A 


Vumber of domestic issuers with $3,000,000 or more assets having stocks not listed 
on a registered exchange * 


Reporting by reason of a registration 
under the act of Not 
report- 
ing 


1934 


0 
10 0 
3 0 
4 0 


192 19 


uers whose stockholders are reported at 300 or more and 213 issuers whose stockholders 


are also registered under the 1935 act. 


In the formal complaint filed in court under which a public stockholder sought recovery 
from the insider the profit was calculated at $47.35 per share. The total profit realized by 
the insider was estimated, in the complaint. to be $3.459.000. 

6 It should be noted, however. that holders of 10 percent of the stock of an unlisted issue 
are not subject to sec. 16 unless, of course, they are also officers and directors of the 
company. 
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It is estimated that the proposed legislation would extend the protections of 


tions 12, 13, 14, and 16 of the Securities Exchange Act to investors in securi- 

s with a total market value of approximately 19 billions of dollars, traded, 
t the present time, at the rate of approximately a billion and one-half dollars 
er year. The corporations affected are large and their effect upon the economy 
sgreat. The six largest companies, in terms of assets, are: 


. Number of 
Company ssets umber of 
I , stockholders 


imble Oil & Refining Co 
le Petroleum Corp 
AJuminum Company of America 


$861, 426, 325 11, 617 
618, 977, 000 4, 600 
503, 606, 275 1 4,923 

28, 864 

t Atlantic & Pacific Tea Company of America 322, 848, 969 3 

verhauser Timber Co 210. 180, 106 (3) 


r Manufacturing Co 202, 980, 063 | 3, 800 
| 


Preferred. 
Common. 
+ Not disclosed. 


The burden of compliance e with the proposed legislation would be slight, for 
no large corporation with $3,000,000 in assets and substantial publie investor 
nterest can do business today without the accounts and records from which all 
the information required by the proposed legislation may be readily ascertained. 
The question posed by the proposed legislation is not whether such records 
should be maintained, but whether they should be made available to the public 
stockholders—the owners of the enterprise. 


Senator Leuman. The next witness is Mr. Ralph P. Coleman, Jr., 
editor of Over-the-Counter Securities Review. 

Mr. Coleman, I wonder whether you could condense this statement. 

Mr. Coteman. Yes, sir. 


Senator Lenman. Thank you. 


STATEMENT OF RALPH P. COLEMAN, JR., EDITOR, OVER-THE- 
COUNTER SECURITIES REVIEW 


Mr. Cotreman. As editor of Over-the-Counter Securities Review, 

magazine devoted exclusive ly to the unlisted securities market, I am 
leeply appreciative of this opportunity of testifying before members 

of this distinguished committee. While I speak in opposition to sev- 
eral sections of Senator Fulbright’s bill, I have endeavored to present 
my ideas in a constructive light and trust that the committee will 
ieccept my testimony with this attitude in mind. 

Contrary to commonly accepted opinion, the over-the-counter mar- 

et is not a jungle of rank speculative issues palmed off on the public 
by ruthless and unscrupulous brokers. In reality, the opposite con- 

ition is much more the case. An overwhelming percentage of the 
total market value of all unlisted industrial and ‘pub lic-utility issues 
- represented by companies whose economic usefulness, financial 
-oundness, sales and earnings growth, and business ethics need not 
take second place to most listed companies. Of equal importance to 
nvestors, the over-the-counter securities industry is carefully super- 
sed in its business conduct by a self-governing regulative group- 
ie National Association of Securities Dealers—whose record of suc- 
essful operations is recognized in all quarters. 

To more dramatically demonstrate the caliber of company which. is 
traded in the over-the-counter market I would like to make this per- 
sonal approach to members of the committee by pointing out several 

60650—55—pt. 2——-138 
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unlisted firms which play leading roles in the States represented by) 
them. In Senator Fulbright’s home State of Arkansas these com 
panies include such utilities as Arkansas-Missouri Power Co.; Mid 
South Gas Co.; Arkansas Western Gas Co.; and Crossett Co., a major 
timber and paper manufacturer. In Senator Robertson’s Common 
wealth of Virginia there are a host of over-the-counter companies 
Dan River Mills, the world’s largest textile mill; Miller & Rhoads and 
Thalhimer Bros. department stores in Richmond; the Camp Manu 
facturing Co. paper mills along the Tidewater; and Planters Nut & 
Chocolate Co. at Suffolk—to mention only a few. Delaware, repr: 
sented by Senator Frear, has such stable companies as Joseph Ban- 
croft & Sons, one of the oldest textile firms in the Nation, and Electri 
Hose & Rubber Co. of Wilmington, the Nation’s largest producer 
of garden hose. In Senator Douglas’ Illinois there is a legion of 
established over-the-counter companies ranging from G. D. Searle 
& Co., the respected wonder drug maker, to A. E. Staley Manufactur 
ing Co, the soybean pioneer, which together provide steady employ. 
ment for thousands of citizens. Unlisted companies are just as fre 
quent in the home State of Senator Lehman. They include Dun & 
Bradstreet, the great credit reporting institution; Time, Inc., the 
magazine publishers; and Bausch & Lomb Optical Co., a leader in 
optical products. In Oklahoma, a portion of Senator Monroney’s 
constituents work for such over-the-counter corporations as National 
Tank Co., a leading manufacturer of oil and gas equipment; Seismo 
graph Service Corp., a pacemaker in oil-exploration methods; and 
Northern Oklahoma Gas Co., a producer and distributor of natura 
gas. In Oregon, Senator Morse’s territory, there are numerous well- 
known over-the-counter companies in the State’s basic timber industry. 
These include Weyerhaeuser Timber Co., world’s largest grower and 
processor of timber; Jantzen, Inc., the famed swimsuit maker; and 
the State’s three largest utilities—Portland General Electric, Pacifi 
Power & Light, and Portland Gas & Coke. 

Turning to the Republican side of the table we discern no political 
parti: =. among unlisted c ompanies. In Senator Capehart’s Indiana 
there is National Homes Corp., the world’s largest producer of pre 
fabric ated homes; Eli Lilly & Co., the top drug manufacturer and a 
leader in Salk polio-vaccine development; and such local utilities as 
Northern Indiana Public Service Co., Indianapolis Water Co., and 
Indiana Gas & Water Co. In Ohio, Senator Bricker boasts of one 
of the most prolific over-the-counter areas. There is M. A. Hanna 
Co., the great enterprise formerly headed by Secretary of the Treas 
ury Humphrey; United States Shoe Corp., maker of Red Cross shoes, 
the largest-selling brand for women; and Hoover Co., the biggest pro- 
ducer of vacuum cleaners. In Senator Ives’ New York there are, of 
course, the same companies as were mentioned in connection with Sen- 
ator Lehman, plus many others, such as Rochester Telephone Corp.; 
Art Metal Construction Co., the leading maker of office furniture; 
and ‘Taylor Instrument Co., a pioneer in automatic controls. The 
Utah of Senator Bennett is not without its share of unlisted firms: 
Zion’s Cooperative Mercantile Institution, the Salt Lake City depart- 
ment store; Bonneville, Ltd., producing potash on the salt flats; and 
Mountain Fuel Supply Co., supplying natural gas to Salt Lake City. 
I think it would not be inaccurate to say that Senator Bush’s very 
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prosperous State of Connecticut is the most completely over-the-coun- 
ter State in the Union. Virtually all of the State’s utilities, with 
one exception, are traded in the unlisted market. So are such repu- 
table concerns as Stanley Works, the “Tool Box of the World”; 
\ssociated Spring Corp., the foremost maker of precision springs; 
ind Arrow-Hart & Hegeman Electric Co., a major producer of electric 
ontrols. Im Mary land, Senator Beall’s constituents include men and 
yvomen who work for many unlisted companies: Emerson Drug Co., 
the producer of Bromo- Seltzer; Noxzema Chemical Co., maker of 
sun-tan lotions; and McCormick & Co., the renowned tea and spice 
house. Maine, the home State of Senator Payne, includes such un- 
li ne stalwarts as Central Maine Power Co., Bangor Hydro-Electric 

, Bates Manufacturing Co., Saco-Lowell Shops, and Maine Central 
Raslroad. 

The above paragraphs serve to indicate in small measure how the 
typical over-the-counter corporation is tightly and beneficially woven 
nto the fabric of American economic life. There are literally thou- 
sands of additional companies throughout the country which fall into 
the same category. For the most part, they are homegrown and home- 
on ned companies, solid and substantial industrial neighbors and not 

he clever creations of a syndicate of metropolitan financiers. 

I am certain that one of the prime purposes that Senator Fulbright 
had in mind when he introduced S. 2054 was that the legislation should 
protect the private investor. It is axiomatic that investors may get 
“hurt” in the securities market when prices rise rapidly to a point 
where the stock is selling far above the accepted normal price-earnings 
ratio of 10to 1. This 10-to- 1 ratio, used by security analysts for many 
years, simply means that when a stock sells at $10 it should earn about 
$1 a share a year to be considered a “fairly valued” stock. When the 
price of the stock reaches a ratio of, say, 20 to 1 or 25 to 1, most 
unalysts will agree that it is entering a speculative range of possible 
overvaluation, a range that is full of potential danger for the average 
investor. Likewise, stocks that have a price-earnings ratio of less 
than 10 to 1 are generally considered to be conservatively priced and 
in this sense offer a far greater measure of protection to the investor. 

How, then, do over-the-counter securities stack up against this price- 
earnings yardstick? Are most of them selling at abnormally high 
price-earnings ratios? If so, then it is possible to classify the be- 
havior of the unlisted market as speculative and as being in a danger- 
ous state in which the investor can get hurt. On the other hand, if 
most over-the-counter securities are ‘selling at modest price-earnings 
ratios it logically follows that the unlisted market is not a market shot 
through with speculation and definitely not in need of immediate 
remedial legislation. Fora random sample of the price-earnings pat- 
tern of the over-the-counter market I have analyzed approximately 
the first 50 industrial and public utility over-the-counter stocks in the 
Fitch Stock Record and analyzed them from a price-earnings ratio. 
he ratio pattern of these 50 securities shows that 20 of them are sell- 
ing below the 10 to 1 price- earnings ratio; 21 of them are selling be- 
tween a ratio of 10 to 1 and 15 to 1 and only 9 are selling above the 
ratio of 15 to 1. In the present bull market this price performance i is 
eminently conservative and a source of assurance that the great bulk 
of over-the-counter securities are still extremely fairly priced by ac- 
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cepted standards. Particularly is this true when it is noted that many 
of the so-called blue-chip securities are selling at far higher price- 
earnings ratios—General Electric at 22 times earnings, Du Pont at 
almost 30 times earnings, Dow Chemical at almost 40 times earnings, 
and RCA at almost 20 times earnings. 

A well-known index of the fiscal stability of a corporation is its abil- 
ity to pay dividends through good times and bad. Many over-the- 
counter companies have h: 1d this reassuring ability for a great span 
of years. Over 175 unlisted industrial and public utility companies 
have paid dividends each year on their common stocks for the past 25 
years or longer—some for as long as 100 years. 

The above paragraphs portray the typical, established over-the- 
counter corporation as a homegrown, homeowned company, playing 
an important, if not overwhelming, "role in the national economy. 
Further, the prices of most unlisted stocks, while they have obviously 
risen during the current bull market, have not risen excessively and 
in reality compare quite favorably on a price-earnings ratio with 
many of the “blue chip” market leaders listed on the exchanges. So 
far, so good. Most careful commentators on the over-the-counter 
market agree that unlisted companies constituting the bulk of market 
valuation are fiscally sound enterprises producing useful products or 
services, boasting satisfactory dividend records, and selling at gen- 
erally fair prices according to accepted yardsticks. 

But how do these companies treat their stockholders? Do they 
provide them with current information about the financial condition 
of the company and with the information necessary to enable them to 
vote intelligently upon matters which are mentioned in proxy solicita- 
tions? Great concern was expressed in the introduction to bill S. 
2054 that investors in unlisted companies do not get the “protection” 
that investors in listed companies get in regard to basic financial 
information. 

While, theoretically, it is conceivable that an over-the-counter com- 
pany could take a 19th century “public-be-damned” attitude and re 
fuse to send its stockholders reports of its activities, such a theoretical 
position as expressed in the introduction to bill S. 2054 does not square 
with current facts. As editor of Over-the-Counter Securities Review, 
I believe I have a fairly wide knowledge of the extent to which over- 
the-counter companies provide fiscal data to their stockholders through 
the medium of annual reports and allied material. I can state with 
complete candor that I do not know of a single unlisted corporation, 
of the type that bill S. 2054 would regulate, that does not provide its 
stockholders with printed annual reports. Quite often these reports 
are supported with voluminous supplementary information. Far 
from providing only the bare facts of its operations, many over-the- 
counter corporations provide their stockholders with annual reports 
that are models of financial completeness and a match for the most 
elaborate reports of the foremost listed corporations. National 
recognition of the financial progressiveness of over-the-counter cor- 
porations is afforded by the awards which Financial World, the well- 
known investment magazine, makes to corporations each year for the 
excellence of their annual reports. The judging of these awards is 
done by a distinguished, independent group of experts who judge - 
reports not only for their attractiveness but for the solid fiscal i 
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wmation they provide stockholders. In 1954, 15 over-the-counter 
ompanies were awarded “Oscars of Industry” for having the very 
nest annual reports in their industrial cl: assification. In addition, 29 
inlisted companies received og ha awards and 20 unlisted com- 
panies had their reports judged third best. In all categories, these 
over-the-counter corporations competed with the largest listed cor- 
porations in the Nation. 

As regards the matter of proxy solicitation, it is my firm opinion 
that the information provided by over-the-counter corporations is or- 
dinarily just as complete as that provided by most listed corporations. 
The recent proxy battles involving New York Central Railroad and 
Montgomery Ward & Co. certainly indicate that the present proxy 
regulations regarding listed corporations are far from perfect and are 
n definite need of complete overhaul. It is difficult to see the virtue 
of ordering unlisted corporations to conform to a standard that is 
idmittedly inadequate and of limited protection to investors. Two 
wrongs don’t make a right. I think our present laws are deficient in 
‘onnection with proxy solicitation. But the fact that they are doesn’t 
ustify not regulating the unregistered companies, too. We are trying 
to bring reform into the present law and whatever amendments or 
mprovements we would make, of course, would apply to the other 
companies, too. 

A quick review of the testimony to date pictures the type of un- 
listed corporation that would be regulated by bill S. 2054 as a well- 
established company, providing useful products or services, fiscally 
sound, often boasting a long dividend record, its stock fairly pric ‘ed 
by today’s market standards, and thoroughly alive to the necessity of 
complete Cisclosure of fiscal information to its stockholders. Now, 
frankly, what is the purpose of placing another chain of Government 
regulation around the already burdened corporate necks of these firms? 
If we face the facts head on, we immediately realize that this bill does 
nothing whatsoever to protect investors. In virtually all cases, the 
unlisted companies are already voluntarily providing to their stock- 
holders the information which this legislation would compel them 
to provide. I feel certain that all members of the committee believe 
that it is a little short of commonsense to compel people or companies 
to do what they are already doing me Yet this is exactly 
what bill S. 2054 in essence proposes to do. 

Senator Lenman. May I point out the statement you make is not in 
agreement with the report of the SEC from which I just quoted. They 
pointed out the many deficiencies, serious deficiencies, that occurred 
in reports that have been made. 

Mr. Coteman. I would like to know what 159 companies they were, 
and also what was the date of that report. 

Mr. Feipman. It is in 1950. They are listed in back of the report. 

Mr. Coreman. 1950. Well, a lot has happened in the stockholders 
relations field in that period. I think Mr. Fulton and other gentle- 
men here today will support that. Companies ai! across the board 
and off the board are becoming much more impressed with the necessity 
of good stockholder relations. I think that is really the essence of 
the problem, upgrading that concept. 

Senator Lenman. The only reason I read the 1950 report is be- 
cause we have no later report. 
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Mr. Coteman. I think that would be in need, sir. 

As a student of the workings of the over-the-counter market for the 
past decade, I am the first to admit that the market does have its short 
comings. Unfortunately, the bill before the committee is aimed basi 
cally in the wrong direction as far as helping to correct these difficul- 
ties. In proposing that over-the-counter corporations with assets of 
more than $5 million and more than 500 stockholders toe the mark 
a mark that most of them are already toeing quite carefully—this leg 
islation would have two undesirable effects. First, the bill arbitrarily 
and without good reason penalizes those unlisted corporations which 
have been successful enough to raise their assets above the $5 million 
mark and to attract more than 500 shareholders to their rolls. 

Secondly, this bill allows a company that has not pushed its assets 
or its stockholders up to this mark to go scot-free as regards regula- 
tion. Yet its stockholders may be far more in need of protection than 
the stockholders of corporations which would be regulated by this 
bill. I think that most other observers will agree with me that the 
majority of abuses in the unlisted market occur in companies with 
less than $5 million in assets and, often, less than 500 stockholders. 
Most competent investment dealers concur in the opinion that the vast 
majority of unlisted companies when they reach the stature which 
would entitle them to regulation under S. 2054 are sufficiently estab- 
lished and sufficiently mature so that they are already doing what 
the Fulbright bill would order them to do. In my position as a finan- 
cial editor I receive a constant flow of letters in which our readers 
request information on this or that security. Almost without ex- 
ception, these companies have less than $5 million assets. Our sub- 
scribers write to us because, having purchased stock in the company, 
they are unable to obtain periodic financial information about the 
firm. It is this type of situation which deserves the most careful 
consideration of the committee. 

Senator Leuman. Do you favor this bill being amended so as to 
make the amount of assets and the number of stockholders smaller’ 

Mr. Coteman. No, I don’t, because it is a tremendous problem, as 
was indicated by the staff report, Factors Affecting the Stock Market, 
in which it was estimated that there are probably 20,000, theoretically, 
over-the-counter corporations in this country. If you drop it lower, 
you run into # practical difficulty and E don’t know how it can be 
solved, frankly. It is something that needs a lot more study, because 
you would have companies throughout the country that employ a 
hundred employees and have $1 million assets. There are literally 
thousands of companies of that type, that if you brought it down to 
that extent, would come under this regulation. That is why I think 
the whole situation needs a lot more study. 

Since I am here to testify against one bill, it would be pr pg are 
and illogical for me to suggest an entirely different bill. Still, I feel 
I would be remiss in my duty if I did not point out that I regard this 
particular field—the so-called penny-stock market—as most fertile 
for further study by the committee. 

Let me say, before I pass on to my next topic, that it would be reck- 
less and dangerous to condemn any security just because it is selling 
for a few cents or a few dollars or because its assets are less than $ 
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inillion. Investors in these types of securities are on the very frontier 
of venture capital and the investment dealers who underwrite these 
stocks very frequently perform a real service in furthering the dy- 
namie growth of new enterprises. 

Proponents of S. 2054 have made wide use of the phrase “double 
standard” when referring to the fact that listed securities follow SEC 
egulations and unlisted securities are generally, though not com- 
pletely, free from such regulations. To me the term “double stand- 
ard” is an emotional, loaded phrase without any real substance in fact. 
In the case of the listed security the management of the company 
voluntarily submits itself to listing requirements which include sub- 
mission of reports tothe SEC. No company must have its stock listed 
on an exchange and if it does so, it acts with the full knowledge that 
it must submit to a certain group of rules and regulations. This situ- 
ition is entirely different from that of the over-the-counter company. 
\ corporation, in itself, can do nothing whatsoever to make its stock 
trade in the unlisted market. This action must, of necessity, be ini- 
tiated and carried on by investment dealers and private investors. 

Why, simply because a company has managed to grow and to attract 

fair number of shareholders must it be singled out for additional 
Government regulation? Is not this a penalty on progress? Unlike 
the company which voluntarily lists its stock on an exchange, the 
over-the-counter company has done nothing whatsoever to invite 
regulation beyond being a successful, growing company. ‘Thus, it 
s logically apparent that it is impossible to speak of a double standard 
when the things being compared—listed and unlisted securities—are 
not basically comparable. No one objects because an industrial com- 
pany is not regulated as closely as a public utility, because the situa- 
tions are not comparable. The same type of reasoning should apply 
to listed and unlisted companies when the term “double standard” is 
offered as a reason for regulation. 

As to the “insider” trading rules which S. 2054 would enforce in 
regard to unlisted securities, my comment will be quite brief. It is 
my personal opinion that this type of trading is not very important 
in the unlisted market. Most investors in the ¢ type of unlisted securi- 
ties that would come under regulation are basically long-term inves- 
tors. Further, the term “long-term investor” applies with most force 
to the officers and directors of unlisted corporations. By the very fact 
that their whole lives and often their ook fortunes are bound up in 
the corporations they work for, these members of management are 
hardly likely candidates for fast and furious short-term trading of the 
type that the “insider” regulations militate against. 

In regard to the placing of a 70-percent margin requirement on 
unlisted stocks to make them conform to listed securities practice, 
my reasoning, again, is that the situations are not comparable and 
hence there is no valid reason for such a requirement. The restriction 
on credit in the stock market may, in itself, be worthwhile in helping 
to put the brakes on security speculation. Yet I am sure that even 
the strongest advocate of higher margins will quickly admit that it 
is a case of discrimination, particularly when credit for real estate, 
durables and similar items can be obtained virtually without restriction. 

In conclusion, I would like to point out that the over-the-counter 
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market is the last and largest frontier for what may truly be termed 
“venture capital.” The giant listed corporations of today can raise 
vast amounts of money with astonishing ease. Not so the struggling 
small business. If the entrepreneur of such a business wants to raise 
equity funds for expansion, he must, of necessity, launch an offering 
in the over-the-counter market. It is generally agreed that if the 
United States economy is to continue to grow every encouragement 
must be given to new enterprises. One of the soundest ways of pro- 
viding this encouragement is to allow these small-business men to 
finance free of the thought that when their assets and their stockhold- 
ers reach a certain figure they will be immediately subject to additional 
Government regulation. This placing of a penalty on growth is not 
only an injustice to the unlisted corporation so regul: 1ted—more im- 
portantly it could conceivably slow down the gr owth of these corpora- 
tions and the entire economy by discouraging ‘them from doing publi 
financing that could ultimately lead to regulation. 

Senator Lenman. Thank you very much. I just want to make this 
observation. You speak about penalizing people in businesses with 
$5 million. I do not believe the provisions of this bill impose penalties 
on these companies. I think the companies should be very glad indeed 
to make available the fullest information to the stockholders. I agree 
with you that some of these small companies are of tremendous impor- 
tance in obtaining venture capital. But I believe they would be more 
successful and more able to obtain venture capital if the stockholders 
generally were convinced that their interests were being safeguarded 
through a requirement that the fullest information be given in clear, 
unequivocal form, and that they, as stockholders, would have a very 
real voice in selecting their directors and the management of the 
company. 

Mr. Coteman. I certainly agree with that objective, sir. But I feel 
that it is already being achieved voluntarily and by education. The 
attitude of most progressive managements, too, is entirely different 
than it was 20 years ago. They appreciate that the stockholders 
should be on their side and are taking steps to accomplish that. 

Senator Lenman. Thank you very much, indeed. That was a very 
interesting statement. 

(The following was received for the record. ) 

In his testimony on bill S. 2054, President Edward T. McCormick of the Ameri- 
ean Stock Exchange asks that foreign issuers should be exempt from the pro- 
visions of the bill. He would in effect establish a double standard—one for 
domestic corporations and one for foreign corporations. Yet it is well recognized 
that proponents of the Fulbright bill regard as one of the main reasons for its 
adoption the so-called double standard existing between listed and unlisted 
securities. It is hard to understand how President McCormick can urge the 
elimination of the so-called double standard for domestic securities and at the 
same time construct a double standard for domestic and foreign corporations. 

In his statement before the committee, Keith Funston, president of the New 
York Stock Exchange stated, “There are only 120 unlisted companies which meet 
our minimum requirements for listing—$7 million in assets.” 

We believe this statement is not completely accurate. Attached please find 
list of several hundred over-the-counter corporations—all of the companies which 
are not checked have assets of over $7 million. It will be quickly seen from this 


list that there are actually several hundred over-the-counter companies with 
assets of $7 million. 
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OVER-THE-COUNTER CORPORATIONS 


/Acme Electric Corp. 
Aeroquip Corp. 

Aerovox Corp. 
Aetna-Standard Engineering Co. 
Air Products, Inc. 

Alabama Mills, Ine. 

Albers Super Markets, Inc. 
Allis (Louis) Co. 

American Air Filter Co., Inc. 
American Barge Line Co. 
\merican Box Board Co. 


. ; . 1" | 
American District Telegraph Co. 


(N.. J.) 
American & Efird Mills, Ine. 
American Enka Corp. 
American Greetings Corp. 
American Hair & Felt Co. 
American Hardware Corp. 
American Hospital Supply Corp. 
\merican-LaFrance-Foamite Corp. 
American Maize-Products Co. 
American-Marietta Co. 
American Phenolie Corp. 
American Screw Co. 
\merican Thermos Bottle Co, 
Ampco Metal, Ine. 
\nheuser Busch, Ine. 
Arden Farms Co. 
\rizona Public Service Co. 
\rkansas Missouri Power Co. 
Arkansas Western Gas Co. 
Arrow-Hart & Hegeman Electric Co. 
\rt Metal Construction Co. 
Associated Spring Corp. 
Associated Transport, Ine. 
Atlanta Gas Light Co. 
Avon Products, Ine. 
Avondale Mills 


Bachman Uxbridge Worsted Corp. 
Bancroft, Joseph, & Sons, Co. 
Rangor Hydro-Electrie Co. 
/Bareco Oil Co. 

Bassett Furniture Industries, Ine. 
Bates Manufacturing Co. 

Bausch & Lomb Optical Co. 
axter Laboratories, Inc. 

Bay Petroleum Corp. 

Bemis Bros. Bag Co. 

Berkshire Fine Spinning Associates, 

Ine. 

Beryllium Corp. 

Bibb Manufacturing Co. 
Bingham-Herbrand Corp. 

Bird & Son, Ine. 

Birtman Electric Co. 
Black-Clawson Co. 

Black Hills Power & Light Co. 
Black, Sivalls & Bryson, Ine. 

Blue Bell, Ine. 

Boston Woven Hose & Rubber Co. 
Botany Mills, Ine. 

Bowser, Ine. 

Brink’s, Ine. (Ill) 

Brockway Motor Co., Ine. 





Brown & Sharpe Manufacturing Co. 
VBrunner Manufacturing Co. 

Buckeye Steel Castings Co. 

Buffalo-Eclipse Corp. 

Bullock’s, Ine. 

Burrus Mills, Ine. 


California Oregon Power Co. 
California-Pacific Utilities Co. 
( 
( 


‘alifornia Water Service Co. 
‘alifornia Water & Telephone Co. 
Campbell Taggart Associated Baker- 
ies, Ine. 
Camp Manufacturing Co., Inc. 
Capitol Records, Ine. 
Vv Carlisle Corp. 
Carpenter Paper Co. 
VCaspers Tin Plate Co. 
Central Electric & Gas Co. 
Central Illinois Electric & Gas Co. 
Central Louisiana Electric Co., Ine. 
Central Maine Power Co. 
Central Soya Co., Inc. 
Central Steel & Wire Co. 
Central Telephone Co. 
Central Vermont Public Service Corp. 
Chapman Valve Manufacturing Co. 
Citizens Utilities Co. 
Clearing Machine Corp. 
Cleveland Worsted Mills Co. 
Coca-Cola Bottling Co. of Los Angeles 
Coca-Cola Bottling Co. of New York, 
Ine. 
\ Coea-Cola Bottling Co. of St. Louis 
Collins Radio Co. 
Colonial Stores, Ine. 
Colorado Interstate Gas Co. 


| Collyer Insulated Wire Co. 


Colorado Milling & Elevator Co. 
Commonwealth Gas Corp. 
Connecticut Light & Power Co., Ine. 
Connecticut Power Co 
Consolidated Freightways, Inc. 
Continental Gin Co. 
Consolidated Water Power & Paper 
Co. 
\ Copeland Refrigeration Corp. 
Cornell Paperboard Products Co. 
Creamery Package Manufacturing Co, 
Crompton & Knowles Loom Works 
Crowell-Collier Publishing Co. 
Cummins Engine Co., Ine. 
Curtis Companies, Inc. 
Cutter Laboratories 


Dan River Mills, Inc. 
Dayton Malleable Iron Co. 
Delhi Oil Corp. 

Delta Air Lines, Inc. 
Dentists Supply Co. of N. Y. 
Detroit Harvester Co. 
Dewey & Almy Chemical Co. 
Dictaphone Corp. 

Disney (Walt) Productions. 
Dixie Home Stores 
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Dixon, Joseph, Crucible Co. | Hagan Corp. 
Drackett Co. Hajoca Corp. 
Dravo Corp. Haloid Co. 
Drexel Furniture Co. Hanna, M. A., Co. 
Drewrys Ltd. U. 8S. A., Ine. Hanson-Van Winkle-Munning Co. 
Ducommun Metals & Supply Co. | Harbor Plywood Corp. 
Dun & Bradstreet, Inc. | Harrisburg Steel Corp. 
Durez Plastics & Chemicals, Inc. Harris-Seybold Co. 
Harshaw Chemical Co. 
Eastern Industries, Inc. | Hartford Gas Co. 
Eastern Utilities Associates | Hearst Consolidated Publications, In 
East Tennessee Natural Gas Co. | Heywood-Wakefield Co. 
Edison, Thomas A., Inc. Hines, Edward, Lumber Co. 
Electrol, Ine. Hoe, R., & Co., Ine. 
Electrolux Corp. Hoffman Radio Corp. 
Elizabethtown Consolidated Gas Co. Hollingsworth & Whitney Co. 
El Paso Electric Co. Hoover Co. 
Ely & Walker Dry Goods Co. Hot Shoppes, Inc. 
Emhart Manufacturing Co. Hotels Statler Co., Ine. 
Erie Forge & Steel Corp. | Houston Natural Gas Corp. 
Erwin Mills, Ine. | Hoving Corp. 
| Hudson Pulp & Paper Corp. 
Fabricon Products, Ine. Hugoton Production Co. 
Fafnir Bearing Co. 
Fairmont Foods Co. Ideal Cement Co. 
Fanner Manufacturing Co. Imperial Paper & Color Corp. 
Farrel-Birmingham Co., Ine. Indiana Gas & Water Co., Inc. 
Federal Bake Shops, Inc. International Cellucotton Products 
Federal Compress & Warehouse Co. , Co. 
Federal Electric Products Co. V International Textbook Co. 
Federal Paper Board Co., Ine. Interstate Bakeries Corp. 
Fluor Corp., Ltd. Interstate Motor Freight System 
Foote Bros. Gear & Machine Corp. Iowa Electric Light & Power Co. 
Foote Mineral Co. lowa Publie Service Co. 
Foremost Dairies, Inc. Iowa Southern Utilities Co. of Del. 
Fram Corp. I-T-E Circuit Breaker Co. 
Franklin Process Co, : 
Fuller Manufacturing Co. Jack & Heintz, Inc. : 
Fullerton Oil Co. Jamaica Water Supply Co. 
: . Jefferson Electric Co. 
Fulton Bag & Cotton Mills Sari : ‘ 
Jessop Steel Co. 
Garlock Packing Co. ne am : . 
General American Oil Co. of Texas Sena soem so Machine os ve 
General Aniline & Film Corp. Joslyn Manufacturing & Supply Co. 
General Controls Co. 
General Crude Oil Co. 
V General Dry Batteries, Inc. 
General Gas Corp. 





Kaiser Steel Corp. 

Kalamazoo Vegetable Parchment Co 
Kansas Gas & Electric Co. 
Kansas-Nebraska Natural Gas Co. 


\ senerat Industries Co, Kearney & Trecker Corp. 
Gerber Products Co. Kellogg Co. 


Giant Portland Cement Co. Kendall Co. 

Giddings & Lewis Machine Tool Co. Kendall Refining Co. 

Gisholt Machine Co. Kennametal, Inc. 

Glass Fibers, Inc. Kentucky Utilities Co. 
Globe-Wernicke Co. Kerr-McGee Oil Industries, Inc. 
Good Humor Corp. Keyes Fibre Co. 

Graniteville Co. Kirby Lumber Corp. 

Great American Industries, Inc. Koehring Co. 

Green Giant Co. Kroehler Manufacturing Co. 
Green Mountain Power Corp. 

Grinnell Corp. Laclede Steel Co. 

Gruen Watch Co. Lake Superior District Power Co. 
Gustin-Bacon Manafacturing Co. Landers, Fray & Clark 
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Loblaw, Ine. 

Loft Candy Corp. 

Lone Star Steel Co. 

Long-Bell Lumber Co. 

Los Angeles Transit Lines 
Lucky Stores, Inc. 

Ludlow Manufacturing & Sales 
Lynn Gas & Electric Co. 


Macfadden Publications, Inc 
Macmillan Co. 

Madison Gas & Electric Co. 
Mallory, P. R., & Co., Ine. 
Manning, Maxwell & Moore, Inc, 
Mansfield Tire & Rubber Co. 
Marlin-Rockwell Corp. 
Marquette Cement Manufacturing Co. 
Maryland Drydock Co. 

Maxson W. L., Corp. 

McBee Co. 

McCormick & Co., Ine. 

McLouth Steel Corp. 

McNeil Machine & Engineering Co 
Meredith Publishing Co. 

Metal & Thermit Corp. 

Michigan Chemical Corp. 
Michigan Gas & Electric Co. 
Michigan Gas Utilities Co. 

Miles Laboratories, Ine. 

Miller Manufacturing Co. 
Minneapolis Gas Co. 

Minnesota & Ontario Paper Corp 
Minute Maid Corp. 

Mississippi Glass Co. 





Mississippi Shipping Co. 
Mississippi Valley Barge Line Co 
Moore Drop Forging Co. 
Moore-Handley Hardware Co., Inc 
Morris Paper Mills 

Mountain Fuel Supply Co. 

Murray Co. of Texas, Inc. 


Nashua Corp. 

National Aluminate Corp. 

National Casket Co., Inc. 
, National Company, Inc. 

National Gas & Oil Corp. 

National Homes Corp. 

National Shirt Shops of Del., Inc 
National Tank Co. 

Nekoosa-Edwards Paper Co. 

New Britain Machine Co. 

New England Gas & Electric Assoc. 
New Jersey Natural Gas Co. 

Newport Steel Corp. 

Nicholson File Co. 

Norfolk Southern Railway Co. 
Norris-Thermador Corp. 

North American Cement Corp. 

North American Refractories Co. 
Northern Indiana Public Service Co. | 
Northwest Engineering Co. | 
Northwestern Public Service Co. 
J Noxzema Chemical Co. 
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Ohio Match Co 

Old Ben Coal Corp. 
Olin Industries, Inc. 
Oneida, Ltd. 
Oswego Falls Corp. 
Otter Tail Power Co 
Oxford Paper Co. 


Pabst Brewing Co. 

Pacific Gamble Robinson Co. 
Pacific International Express Co. 
Pacific Power & Light Co. 
Packard-Bell Co. 

Parker Appliance Co. 

Penn Fruit Co., Ine. 

Perfection Stove Co. 

Permanente Cement Co. 
Permutit Co. 

Peter Paul, Ine. 

Philadelphia Dairy Products Co., Inc. 
Pasecki Helicopter Corp. 
Pickering Lumber Corp. 
Pfaudler Co. 

Planters Nut & Chocolate Co. 
Plomb Tool Co. 

Plymouth Cordage Co. 
Pocahontas Fuel Co., Ine. 
Polaroid Corp. 

Porter, H. K., Co., Ine. 

Portland Gas & Coke Co. 
Portland General Electric Co. 
Portsmouth Steel Corp. 

Potash Co. of America 

Public Service Co. of New Hampshire 
Public Service Co. of New Mexico 
Puget Sound Power & Light Co 
Purex Corp., Ltd. 

Purolator Products, Inc. 


Ralston Purina Co. 
Ray-O-Vae Co. 

Read Standard Corp. 

Red Owl Stores, Inc. 
teed-Prentice Corp. 
Republic Natural Gas Co. 
Rhinelander Paper Co. 
Richardson Co. 

Rich’s Ine. 

Riegel Paper Corp. 

Riegel Textile Corp. 

Riley Stoker Corp. 

River Brand Rice Mills, Inc. 
Robertson, H. H., Co. 
Rochester Telephone Corp. 
Rockland Light & Power Co. 
Rockwell Manufacturing Co. 
Roddis Plywood Corp. 
Rohr Aircraft Corp. 


V Russell, F. C., Co. 


aco-Lowell Shops 

afety Car Heating & Lighting Co. 
San Diego Gas & Electric Corp. 
Savannah Sugar Refining Co. 


Ss 
Ss 
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Shuster, Ed., & Co., Ine. 


Scranton-Spring Brook Water Service | 


Co 
Scrugges-Vandervoort-Barney, Inc. 
Seabrook Farms Co 
Searle, G. D., & Co. 

Seatrain Lines, Inc. 

Seattle Gas Co. 

Seneca Falls Machine Co 
Shakespeare Co. 

Shepard Niles Crane & Hoist Corp. 
Sierra Pacific Power Co. 

Skil Corp 

Smith, S. Morgan, Co. 

Smith, Kline & French Laboratories 
Snap-On Tools Corp. 

Sonoco Products Co. 

Southeastern Public Service Co. 
Southern Advance Bag & Paper Co., 

Ine. 

Southern Colorado Power Co 
Southern New England Telephone Co 
Southern Production Co., Ine. 
Southern Union Gas Co. 

South Jersey Gas Co. 

Southwest Gas Producing Co., Ine. 
Southwest Natural Gas Co. 
Southwestern Development Co. 
Southwestern Electric Service Co. 
Southwestern Public Service Co. 
Southwestern States Telephone Co. 
Speer Carbon Co. 

Sprague Electric Co. 

Staley, A. E., Manufacturing Co. 
Standard-Coosa-Thatcher Co. 
Standard Fruit & Steamship Co. 
Standard Milling Co. 

Standard Screw Co. 

Stanley Homes Products, Inc. 
Stanley Works 

Stauffer Chemical Co. 

Stouffer Corp 

Strawbridge & Clothier 
Stromberg-Carlson Co. 

Struthers Wells Corp. 

Suburban Propane Gas Corp. 


Tappan Stove Co. 

Tampax, Inc. 

Taylor Instrument Cos. 

Taylor Oil & Gas Co. 

Tecumseh Products Co. 

Temeo Aircraft Corp. 

Telephone Bond & Share Co. 
Tennessee Products & Chemical Corp. 
Tennessee Gas Transmission Co. 
Texas Eastern Transmission Corp. 
Texas Gas Transmission Corp. 
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Thomaston Mills 
Thrifty Drug Stores Co., Ine. 
Time Ine. 


Vv Timely Clothes, Inc. 


Titan Metal Manufacturing Co. 
Tobin Packing Co., Inc. 
Todd Co., Ine. 


\ Tokheim Corp. 


Torrington Co. 

Towmotor Corp. 

Townsend Co. 

Tracerlab, Inc. 

Transcontinental Gas Pipe Line Corp. 

Trico Products Corp. 

Tucson Gas, Electric Light & Power 
Co. 


Uarco, Ine. 

Union Sulphur & Oil Corp. 
United States Envelope Co. 
U. S. Truck Lines., of Delaware 
United States Potash Co. 
United States Shoe Corp. 
United States Sugar Corp. 
United Drill & Tool Corp. 

United Illuminating Co. 

United Printers & Publishers, Inc. 
United Utilities, Inc. 

Universal Match Corp. 

Universal Winding Co. 

Upper Peninsula Power Co. 


Van Camp Sea Food Co. 
Vanity Fair Mills 
Veeder-Root, Inc. 


Wagner Electric Corp. 
Warner Co. 

Warner & Swasey Co. 
Warren Bros. Co. 

Warren, 8. D., Co. 
Webster-Chicago Corp. 
Wellman Engineering Co. 
Western Massachusetts Cos. 
Western Natural Gas Co. 
West Coast Telephone Co. 
West Point Manufacturing Co. 
West Ohio Gas Co. 

Western Light & Telephone Co. 
Weyerhaeuser Timber Co. 
White Eagle Oil Co. 

Whitin Machine Works 
Whiting Corp. 

Wisconsin Power & Light Co. 
Wood, Alan, Steel Co. 
Woodward Governor Co. 
Wurlitzer, Rudolph, Co. 


} 

Texas Illinois Natural Gas Pipeline | 
Co 

Textiles-Inc. Vy Zonolite Co. 


Younkers Bros., Inc. 


Senator Lenman. The last witness this morning is Mr. Tyre Taylor, 
general counsel, Southern States Industrial Council. 
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STATEMENT OF TYRE TAYLOR, GENERAL COUNSEL, SOUTHERN 
STATES INDUSTRIAL COUNCIL 


Mr. Taytor. The Southern States Industrial Council was estab- 
lished in 1933. It is comprised of employers representing the manu- 
facturing, natural resource, and transportation industries in the 16 
Southern States. It also includes in its membership a number of 
banks. Its headquarters are in the Stahlman Building, in Nashville, 
Tenn. My own office is at 917, 15th Street, here in Washington. 

The council is strongly opposed to S. 2054. In fact, 


‘ 


we made a 
statement in opposition to one of its predecessors—S. 2408, which 
was the old Frear bill—back in 1950. We found S. 2408 highly ob- 
jectionable primarily for three reasons: 

We didn’t think there was any need for it sufficient to warrant 
the additional burden upon the taxpayers. 

2. We felt that it would impose 

upon covered concerns. 

Finally, we took issue with the SEC’s argument at the time that 
the bill, if enacted, would spur “legitimate investment 
securities.” 


a tremendous additional expense 


in equity 


We still think these positions are sound and hereby reaffirm them. 
S. 2054 differs slightly from S. 2408. 

The former exempted issuers having less than $3 million in assets 
and fewer than 300 security holders. 

In the pending bill, the exemption extends to issuers having less 
than $5 million in assets and 500 security holders. 

As Mr. Louis Loss, Associate General Counsel of the SEC, freely 
admitted at the other hearing, the $3 million—300 figures were purely 
arbitrary and I assume the same can be said of the figures in this bill 
except, perhaps, the sponsors of the legislation may have felt that 
they could allay opposition by enlarging the exemption somewhat. 

What, then, is the justification offered for increasing substantially 
the number of businesses which will be subject to the requirements 
of the Securities Exchange Act of 1934? 

The consideration apparently most relied upon by the SEC in 
justification of this legislation is what a former Chairman of the 
SEC, Mr. Harry A. Me “Donald, called a “double standard of manage- 
ment responsibility and security holder protection.” 

Mr. Loss listed a number of large companies, such as Humble Oil, 
Creole Petroleum, the Aluminum Company of America, and others, 


the stock of which—at least at the time—was said not be to listed. He 
then added that— 


we have yet to hear a single logical argument why companies of that size should 
be exempted from the statutory requirements which successive Congre 
found vital in the case of listed securities. 

Now let’s examine that a little. 

None of the companies he lists is going to the public for new money. 
If they did, they would have to register. 

Insofar as they require additional equity capital, they are taking 
it out of earnings—earnings which they plow back into the business 
and do not pay out as dividends. 

And what is so terrible about that ? 


sses have 





STOCK MARKET STUDY 


The thing that is so terrible about it is, of course, that it 1s con 
pletely at odds with the bureaucratic itch for the power to regulat 
These companies and others similarly situated are able to maintain : 
degree of independence which they could not maintain were it nece 
sary for them to comply with SEC requirements. 

And this is what Mr. McDonald found intolerable and termed a 
“double standard of management responsibility.” 

We repeat, gentlemen, that the overriding consideration behind this 
legislation is nothing more nor less than bureaucratic imperialism 
the old and by now sickeningly familiar story of the Government 
bureaucrats’ desire to expand; to take on more and more employees: 
to receive larger and larger appropriations, and to exercise more and 
more control over more and more people. As a matter of fact, this is 
the SEC’s sixth bid for additional authority. They were here with 
similar bills in 1940, 1941, 1942, 1946, and 1950. Apparently thei: 
thirst for additional power is matched only by their persistence. 

But is this—is anything that has been done or shown, including the 
findings of the full committee which recently investigated the curre: 
bull market in common stocks—sufficient justification for extend: 
ing SEC regulation to a whole new class of businesses which hay 
always been exempt and which, in the light of the record to date, Con- 
gress fully intended should be exempt ? 

We submit that the SEC has so far totally failed in its efforts to dig 
up abuses which would warrant such legislation. In their studies 
of 1946 and 1949, they attempted to blow up a few isolated instances 
of alleged corporate mismanagement into such a justification, but this 
committee evidently, and with good reason, remained unimpressed. 


The committee in its recent stock-market study came up with the 
finding (No. 6) that— 


as a general policy, it is in the public interest that companies whose stocks are 
traded over the counter be required to comply with the same statutory provisions 
and the same rules and regulations as companies whose stocks are listed on na- 
tional securities exchanges. 


I have not been able to obtain a printed copy of the hearings in the 
stock market study and so am unable to comment upon the t testimon\ 
upon which this finding is based. I venture to guess, however, that 
the New York Stock Exchange was among those favoring the ~ 
posal. In his testimony before this committee on the Frear bill i 
1950, Mr. Cyrus Eaton said he thought the bill was misnamed, that 
it should be called a bill to increase the business of the New York 
Stock Exchange and to expand the hamstringing activities of the 
SEC. 

Certainly the proposal embodied in S. 2054 is not supported by 
anything in the staff report, Factors Affecting the Stock Market. 

As I say, I have not read the testimony presented at the hearing 
But it was primarily a study of prices. 


The continuous rise of stock prices from September 1953 to January 1955 
the committee says— 


and the acceleration of the rise in the later months caused public attention t 
focus increasingly upon the stock market. 


The committee then goes on to discuss the factors—rising specu! 
tive activity, rising ¢ redit, increase in short-term ana margin trading, 
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he Federal Reserve’s margin requirements, and so on 
ngly or in combination, have influenced the rise. 

Is this stock price study, together with the self-serving statements 
of the SEC, the New York Stock Exchange, and perhaps a few others, 

sufficient foundation upon which to predicate legislation of broad 
ipplication and which this committee has, in effect, rejected no less 
than five times since 1940 ? 

Most of the States have statutes which are already serving the same 
purpose this Federal law is ostensibly designed to serve and in those 
States where there is no statute, the common law applies. 

What useful purpose is to be served by this further centralization 
of power in Washington 4 

Consider, as one further example, its effect upon the cotton textile 
industry, which is largely concentrated in the Southeast. 

A few of the very large mills have their stocks listed. 

But the great majority of the security holders in these companies 
live in the areas in which the plants are located and where the cor- 
porate meetings are held. Most of them are the original organizers, 
or their descendants. They are personally acquainted with the man 
agements and know whom to entrust with their proxies or, if they 
wish to do so, they can attend the meetings themselves. 

Are hundreds of those companies to be compelled, in the interests of 
regulation merely for the sake of regulation, to go to the expense and 
trouble of complying with SEC regulations, including the prepara- 
tion of proxy forms in accordance with the requirements of 23 pages 
of instructions ? 

And if they were prepared and distributed, who do they think 
would read them ? 

The management of all industry is already bogged down in a veri- 
table morass of governmental reports and redtape. The enactment 
of S. 2054 would further divert attention and energies from the pri 
mary job of production and distribution to the sterile, dreary, frus- 
trating business of trying to comply with additional rules, regula 
tions, directives, and interpretations dreamed up by the bureaucrats 
n Washington. Weearnestly hope you reject it. 

Thank you. 

Senator Lenman. Mr. Taylor, I want to ask you one or two ques- 
tions. You say on page 6 most of the States have statutes which are 
ilready serving the same purpose as Federal law is ostensibly designed 
to serve. In those States where there is no statute the common law 
ipplies. 

To your knowledge, have any States legislation or laws concerning 
proxy regulation ? 

Mr. Tayvor. I think so, sir. I think North Carolina has. 

Senator Lenman. Can you mention any other States / 

Mr. Taytor. Well, I don’t have them right here now. 

Senator Lenman. Well, you make the statement that most of the 
States have statutes which are already serving the same purpose the 
Federal law is ostensibly designed to serve. I am not a lawyer, so I 
im not going to discuss the common law. But I think I know some- 
thing about the laws of my own State and some other States, and 
[ do not recall, certainly in my State, during the time I was Governor, 
that they had any proxy provisions. I do not believe they have now. 


Which 
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I do not know of any other States that have any proxy regulations 
whatsoever. 

Mr. Taytor. I will be glad to look that up, Senator, but I am sure 
most of the States and the Territories I represent have statutory 
legislation. 

Senator Lenman. Covering proxies? 

Mr. Taytor. Yes, sir. 

Senator LenmMan. Will you let us have a list of them? 

Mr. Taytor. Yes, sir. 

Senator Leaman. I would be very surprised to find that there are 
State laws that cover this. 

Mr. Taytor. They do not go into the detail of this 23 pages of 
instructions that the SEC has got. 

Senator Leuman. I would appreciate it very much if you would 
file that just as promptly as possible. 

You talk about the mills of the South. I know that they ar 
locally held and I know that some of them, of course, have very, very 
large assets. But I wonder whether most of them, not those listed 
or registered but others, have as many as 500 stockholders. 

Mr. Tayxor. I don't know the exact figures on that, Senator. But 
I do know that the average-sized cotton mill, rayon mill, has any 
where from 600 to 1,200 employees, and it costs, according to a study 
made not so long ago, about $16,000 to equip each one of those em 
ployees. So I would be very much surprised if your stock is as tightly 
held as you indicate, although I am certain in some instances it is. 

I know that the cotton textile industry has been one of the most 
articulate in opposition to the Frear bill. Ido not know whether they 
have appeared on this one or not. 

Senator Lenman. Mr. Taylor, I think this question of proxies is 
an extremely important issue. I say to you very frankly that the 
committee has not worked out a solution of it. We are going to have 
in due course further hearings, a further investigation of the situa 
tion, because already in the hearings we have held, certain things 
have arisen which have caused me and I believe other members of 
the committee very deep concern. 

But when I hear testimony such as was given here this morning by 
Mr. Charles H. Schreyer, arguments against publication of full state 
ments and the adherence to proxy rules, it gives me further concern. 

For instance, he testified that most of these corpor: ations which 
would be affected by this bill, if it was enacted into law, are really 
small corporations with their factory in a small community. “Their 
feeling is that the publication of such information as the salaries 
received by the principal officers and stockholders would be bound to 
create personnel problems among the junior executives and in the 
community at large, with no compensating advantages of any real 
consequence or use to anyone.” 

Well, now, after all, while it might ae some inconvenience and 
it may cause a few personnel problems, I do not think that that is a 
very convincing argument against the disclosure which this bill would 
require. 

Then he goes on further to say: “Another illustration of the harm 
to a smaller company which could result from this legislation may 
be found in the current series of proxy battles for the control of some 
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companies. This committee has displayed a real concern about this 
problem, as evidenced by the investigation of the subject recently 
begun by your Securities Subcommittee under the chairmanship of 
Senator Lehman. The proposed legislation would collect in one con- 
venient place the basic information as to capital structure and the 
financial position of many smaller companies—information which is 
of particular advantage to those interested in gaining control of 
small company.” 

What is the harm in making that information available? It would 
only be for the protec tion of the stockholders. 

Mr. Taytor. Senator, as you probably know, the Securities Ex- 
change Act gives almost carte blanche to the SEC to make regulations 
to implement the act. Here is the latest issue of the General Rules and 
Regulations, and there are a total of 23 pages, from 54 to 76, of those 
instructions, rules, and regulations with which a listed company must 
comply in the case of proxies. 

We maintain that it is not only unreasonable, but it is sangre 

r the average small company to comply with those things. And i 
hey did comply, the result would be an interminable thing tt 
site would read. 

Senator Lenman. Well, I cannot believe that a company with assets 
$5 million is so small that it does not have a management able to 
read the regulations covering an important part of the conduct of the 


business, read them carefully and interpret them. They are not very 
difficult. 


We have had a report that in some instances when a company sends 
uit their dividend checks they put on the back of the check a proxy 
statement or authority, so that if a man endorses the check, he simul- 

aneously votes his proxy. 

Mr. Taytor. It seems, Senator, that the SEC has spun this thing 
out in such intricate detail that the lawyer and the accountant has to 

specialist in order to understand and prepare these forms. An 
ordinary lawyer or accountant is just about as lost in the thing as the 
layman is. 

Senator Lenman. Well, thank you very much, indeed. 

Mr. Tayior. Thank you for the privilege of permitting me to ap 
pear here. 


f 


Senator Lenman. That was a very interesting statement and we 
appreciate your coming here. 

If there is no objection, I wish to have placed in the record the state- 
ment of Walter A. Schmidt, president of the Investment 
Association of America, on S. 2054. 

(The statement referred to follows :) 


Bankers 


STATEMENT OF WALTER A. SCHMIDT, PRESIDENT, INVESTMENT BANKERS ASSOCIATION 
oF AMERICA 


Mr. Chairman, my name is Walter A. Schmidt. I am president of the Invest- 
ment Bankers Association of America. 

lam happy to have the opportunity to present to the committee for the record 
the following observations on §S. 2054. 

By way of identifying our association, it is an unincorporated, nonprofit trade 
organization the membership of which is made up of 806 firms which underwrite 
and deal in all types of securities. These firms, in addition to their main offices, 
have 1,222 branch offices and are located in al! parts of this country and Canada. 
They include firms of all types and sizes. 


60650—55—pt. 2——_14 
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The governing body of our association, our board of governors, is made up 
{7 members who are elected from and by 18 regional group organizations. 

As S. 2054 was not introduced until immediately after our most recent board 
meeting, which was held May 18 to 20, we were unable to consider and discu 
it at that time, but, after consultation with available board members and ou 
Federal legislation committee, I have submitted this letter by mail to the members 
of our board of governors and as a result thereof am able to say that it meets 
with their approval. We have not had an opportunity to Canvass our entire 
membership on this proposal or on the views expressed in this letter so it may 
well be that individual members of the association hold different views. If they 
do, I trust you will hear from them directly. 

As the provisions of this bill deal primarily with requirements affecting 
corporate issuers and their officers, directors, and controlling stockholders, 
they have only incidental and collateral impact on those of us in the securities 
business. However, we have an interest in any legislative or other proposal 
designed to protect investors (our customers) on the one hand, or which 
affects the corporate part of our economy (whose securities we underwrite and 
distribute) on the other. 

Thus, at the very outset, I want to make it clear that we thoroughly sub 
scribe to the principles (1) that stockholders are entitled to complete infor- 
mation about the companies whose securities they own, (2) that management 
of companies should deal fairly with their stockholders in connection with 
proxy solicitations, and (8) that insiders should not trade against the interests 
of their stockholders on the basis of inside information. The problem, of 
course, if it can be shown that legislation presently is needed in this area 
is to achieve these highly desirable ends without, overall, doing more harm 
than good and at the moment I am not at all certain, on the basis of such 
study as we have been able to make of the problems involved since the hearings 
were announced on June 10, that S. 2054, in its present form, is the best or 
only answer. 

I am familiar, of course, with the studies made by the Securities and Ex 
change Commission of the problems here involved prior to the consideration 
of a like measure (S. 2048) by Senator Frear’s subcommittee in 1950, and also 
with the many highly practical and difficult problems which were presented 
by various representatives of small businesses and others at the hearings 
which were held in February of that year. As that record will doubtless be 
considered by this committee it is not necessary to go over it again here. To 
the best of my knowledge, these studies by the SEC have not been brought 
up to date in the light of those hearings and the improved practices which 
have developed in the interim. 

I am certain, for example, that, in general, and since those hearings, un 
listed companies of all sizes have done a much better job of reporting to their 
stockholders than theretofore. My experience would indicate that the same 
is true with respect to the solicitation of proxies, and as I think that business 
morality or ethics generally is progressively improving, I am not at all sur 
that the insider trading problem in the unlisted markets is a_ substantia 
one. I may be wrong about this, of course, but I know of no recent or other 
study or evidence which points up a substantial problem in this regard and 
it would seem that the proponents of this measure have the burden of es- 
tablishing a case as of today. Certainly one was not established in your 
committee’s recent study of the stock market as the subject was hardly 
mentioned. 

I am glad, however, that this bill has been introduced because the current 
hearings thereon will provide for a review of the whole problem and doubtless 
will shed much fresh light thereon. I would hope, however, that the hearings 
will result in a directive by your committee to the Securities and Exchange 
Commission to bring its earlier studies on this problem up to date, and to 
make the additional study contemplated by section (g) (7) of your bill before 
any final definitive action is taken by way of legislation. A reexamination 
by the Commission of current practices in the fields involved might well! 
present a different set of facts than existed in 1950 and prior thereto, all 
ot which might have an important bearing on any desirable ultimate legis 
lation. The study contemplated by paragraph (g) (7) of your bill has a 
very direct bearing upon some of the collateral problems which are raised 
by the bill affecting those of us in the securities business, particularly the 
desirable competitive situation between the listed and the over-the-counter 
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markets, and it seems to me that findings should be made in this field also 
before an attempt is made to deal with the overall problem by final legislation. 
Such anrapproach would also give all parties affected more of an opportunity 
adequately to prepare their respective cases than has been possible since the 
announcement of these hearings on June 10. 

Accordingly, I urge that the SEC be directed to make the studies men- 
tioned above, and to publish them for all interested parties to study, before 
tinal action is taken on this or any like bill. 


Senator Lenman. If there is no objection, 1 wish to have placed 
in the record the statement of Mr. Carl Stolle of G. A. Saxton & 
(‘o. on the same bill. 


(The statement referred to follows:) 
STATEMENT OF CARL STOLLE, PRESIDENT, G. A. Saxton & Co., INc. 


This statement is respectfully submitted to your committee in connection with 
its consideration of 8S. 2054, a bill to amend the Securities Act of 1934. The 
iuthor of this statement is Carl Stolle, president of G. A. Saxton & Co., Inc., 
and a former chairman of the board of the National Association of Securities 
Dealers, Inc. Our firm has been in the investment business for some 20 years 
and the writer has had additional previous experience in various branches of 
the business. This statement should in no wise be taken to represent the views 
of the National Association of Securities Dealers, Inc., with whose official view- 
point on this bill I am unfamiliar. 

To come directly to the point at issue, with all due respect to the obvious 
objectives sought in this proposed legislation, it is my opinion that it is unneces- 
sary. I recognize that this bill, aimed at providing for the investor more detailed 
information in the cases of some companies with $5 million of assets and 500 
security holders, leaves little in its stated objectives with which anyone can 
take issue. It must be remembered to begin with that many companies in 
that category now give such information as is sought by this legislation. No 
one will deny that a free flow of information available to the investor is highly 
desirable, but this applies to every investment, and yet the arbitrary curtain 
is drawn at $5 million and 500 investors. 

The Security Act itself provides that all new security issues in excess of 
$300,000 must be subject to full registration. In other words, a divulgence of 
full information. By its very meaning all the companies in the category sought 
to be covered by this bill, and many times that number in small companies, are 
already subject to a great deal of SEC scrutiny at the time of issuance of 
securities, and many of these companies come to market for new money from 
time to time. 

Actually, the only companies seriously affected by this legislation are the 
relatively small number which since 1933 have not brought to market any new 
security issues because along with the filing of the original registration state- 
ment covering a new issue the company agrees to supply periodical financial 
information with the SEC. They are not, I understand, subject to the proxy 
rules and the rules governing insider trading, however. 

I have said above that I do not feel that this legislation is necessary. In 
addition, I have seen no demand for this bill. Furthermore, without indulging 
in the usual platitudes, I do not believe that the Government should have the 
right to force a company to subscribe to certain rules just because it has reached 
a certain size or because a minimum number of investors have taken it upon 
themselves to buy the securities of that company. This excludes, of course, 
those companies which have come to market for capital since 1933 and, as a 
condition to the acceptance of the registration statement, agree to continue 
periodical reports to the SEC. In addition, if the management of the company 
wishes to list the stock on a registered exchange it, naturally, takes upon itself 
the obligation to supply stated information and comply with certain rules. 

In addition, the bill would saddle the SEC with a tremendous amount of 
detail work which would undoubtedly necessitate adding appropriations for the 
necessary personnel to handle this work. The recent tendency on the part of 
the Congress has been to confine the appropriations for the SEC to amounts 
needed for really essential activities. All this additional work and additional 
detail put upon the SEC would bring to light an occasional case, I am sure, where 
some company has not been furnishing all the information that fully registered 
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companies must supply. I think you would find that companies of that natur 
are few and far between, and that while in certain technical aspects the informa 
tion given may not be in quite the form supplied by registered companies, it is 
of sufficient character and nature that investors have no difficulty in determining 
the investment qualities of those securities. Furthermore, you can be we 
assured that the better investment dealer firms are not out recommending 
the securities of such companies as may fail to give a satisfactory degree of 
information. Sometimes the fact is lost sight of that stockholders always have 
the privilege of selling their shares if they are not satisfied, and in this more 
enlightened day the alert management knows that the withholding of informa 
tion due the stockholders will ultimately result in public apathy toward t! 
securities of that company, with the result that there will be a lack of a marke 
for the management when it may in the future wish to do additional financins 
In other words, this bill attempts to do something through legislation whic! 
is being gradually and effectively brought about by education and investo: 
demand. and the correction of the deficiencies highlighted by such studies 
may have led to the introduction of this bill is being brought about in the norma! 
course. 

Three of the principal types of information, which it appears, according t 
some studies previously made by the Commission’s staff, may be lacking in the 
case of the companies sought to be covered by this legislation are the matters 
of proxy information, information as to outstanding options, and information 
with respect to insider trading, in addition to which there is sought to be obtained 
more detailed financial statements. 

It is true that more detailed financial statistics are desirable and the lac] 
of such detailed financial statistics has been pointed up in studies conducted by 
the staff of the SEC on one or two occasions in the past. With respect to these 
deficiencies, which I understand might be found in approximately 1,000 companies 
embraced in the classification sought to be covered by this proposed legislation, 
the following comments I believe are appropriate and quite accurately state 
the views of many people in the investment business who best’ Kuow what they 
would like to find in annual reports and other material prepared for or due 
to stockholders by these companies. 

To be sure, in many cases proxy letters do not contain all of the information 
which it would seem desirable to present. Such matters as the ownership cf 
shares by management and directors, salaries of over $25,000, and aggregate 
officers’ and directors’ remuneration. are matters which many stockholders 
would like to have, but whether this information is essential in the formation 
of investment judgment is questionable. We see instances of stockholders at 
annual meetings rising to interrogate managements with regard to many items 
which are not of an essential nature. It is only human to be curious about 
every facet of a eompany’s operations. Insofar as information with respect to 
outstanding stock options is concerned, the balance sheets of any company 
which have been certified by independent accountants almost invariably have 
footnotes calling attention to any options which may be outstanding to manaze- 
ment or employees or others for the purchase of any Nuthorized or unissued 
stock. In these instances it is my opinion that any management would, upon 
inquiry, make full disclosure of the nature of these options. 

We come now to the matter of insider trading. As yet no one, to my know! 
edge, has made a definite case as to the advantages accruing to stockholders 
from the exercise of the rule on insider trading. There have been a number of 
instances where recovery of sums has been obtained and returned to company 
treasuries, but there are many who will maintain that the benefits from the 
exercise of this rule are outweighed by its disadvantages. This is not the place 
for a discussion of this particular subject. I think it could be demonstrated, 
however, that the amount of insider trading taking place in the stocks of the type 
of companies to be encompassed by this proposed legislation is at a minimum. 
The very nature of the market in which these stocks are traded militates to some 
degree against too widespread a practice of the so-called trading for short-term 
gains on inside information, certainly in any substantial degree. I believe that 
the records of transfer agents would reveal little insider trading in issues of 
this type. 

As far as the disclosure of information with respect to purchases and sales by 
officers or controlling persons is concerned, actually the periodical reporting of 
such movements is sometimes misleading to the average investor. In the first 
place, the publication comes out too late. If the purchase or sale of a stock by 
an insider has been predicated upon certain favorable or unfavorable develop- 
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ments imminent in the affars of the company, then by the time the public learns 
of these sales or acquisitions the market price of the stock has already reflected 
these changes in many cases. In other cases, where there is no noticeable change 
n the market prices but where publication is made of the fact that a so-called 
nsider has bought or sold some of his company’s shares, this can be misleading 
to the average investor who reads that information and who is frequently led 
to the assumption that because an officer or large sockholder buys or sells some 
shares of that company he must know of something going on, whereas in truth 

is in many cases simply a matter of the insider adding to his investment 
position for reasons of faith in the long-term progress of his company or, on 
the other hand, selling some shares for the purpose of paying taxes or buying a 
house or a dozen and one other things which may call for some ready cash, and 
there should be taken in most cases no implication that the affairs of the com- 
pany are in for any serious change. 

On the matter of more detailed financial statements: Some statements are, to 
be sure, lacking in certain details as to a breakdown of income and expenses 
and as to classification of fixed assets and other minutia. In the first place, a 
number of the companies to be embraced by this proposed legislation are public- 
itility companies in one form or another and their financial statements must 
satisfy a variety of State commissions. They must be complete. Secondly, 
many of the companies in this classification about which we are speaking are in 
highly competitive businesses, where the public dissemination of figures might 
well place them to a disadvantage with their competitors. Many of the figures 
vhich might be absent from an officially presented balance sheet can be obtained 
by consultation with the management and are available to security analysts of 
investment houses. There is no gainsaying the fact that here again the presence 
of financial information would satisfy the curiosity of many people, but by the 
same token, from the standpoint of the material which goes into the forming 
of investment judgment, much of this detail is not requisite. It would be difficult 
to imagine that more than a minute proportion of shareholders would even be 
able to understand a detailed financial statement and, while security analysts 
ike to have all of this information they can get, this is by no means the basis 
upon which they form their final judgment of the stock of the company and 
recommend its purchase or sale. Who is the best judge of what is needed in 
the way of financial information? I believe it is the investment analyst, who 
today performs with great ability a fine service to the investing public. Actually, 
What is it that the average investment security analyst is interested in? He 
wants to know about the company’s management. He wants to know the ex- 
perience of that management: what its record has been. He wants to know 
about the company’s competitive position and its product diversification. He 
wants to know about the company’s markets, the trend of its sales, whether the 
management is keeping abreast of developments and changes in an industry, and 
many other things that have nothing to do with figures on a balance sheet It is 
easy enough to manipulate figures, as has been shown in cases of even those com- 
panies which must supply all of the information sought in this legislation pro- 
posed, but it isn’t so easy to change the character of management without fairly 
prompt discovery on the part of investment experts. 

I submit for your perusal the statements of a variety of companies which 
might come under the purview of the SEC under the provision of this proposed 
amendment. 

Here is the annual report for 1953 of Glass Fibers, Inc., of Toledo, Ohio. In 
1951, 200,000 shares of this then $6 million company were issued to the public 
and full information was given in a prospectus issued at that time. In the 
annual report for 1953 detailed footnotes to the balance sheet and full informa- 
tion on the company’s annual operations gave a complete picture of this com- 
pany. The company followed the practice of issuing quarterly comparative 
reports. This company has since been merged into L-O-F Glass Fibers Co. If 
the stock of the new company is ultimately listed on the New York Stock Ex- 
change it is questionable whether any additional worthwhile information from 
the standpoint of stockholders will be available than during the time when the 
company was not subject to provisions which would be set up under this 
amendment. 

The Weyerhaueser Timber Co. has been mentioned as a very large company 
not now subject to the provisions of this amendment, yet here is their annual 
report, which gives a 10-year comparative earnings and balance-sheet state- 
nent and a footnote with respect to options to certain officers and employees. 
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The only thing missing from the report would seem to be the number of shar: 
holders. That information could undoubtedly be easily obtained. 

The report of the Tucson Gas, Electric Light & Power Co. is submitted, to 
gether with a proxy statement of the company issued at a time when the com 
pany wished to set up a pension plan. If an investor is after details there ar 
plenty of them in this report. 

The brief but informative report of Marmon-Herrington for the year 1954 is 
next. It calls attention to options for the sale of common stock to certain offi 
cers and department heads. This company some years ago sold shares to th: 
public for the account of certain shareholders and full information was then 
given in the form of a prospectus, and of course subsequent periodical state 
ments have no doubt been supplied to the SEC. 

The next statement is that of the Buckeye Stee! Castings Co. of Columbus 
Ohio, which, it may be granted, is lacking in several respects although detailed 
to a substantial degree. One deficiency immediately discernible is that the state 
ment is unaudited, having been certified by the president and the treasurer. Yet 
here is a company whose stock has paid a dividend in every year since 1929 wit! 
the exception of 4 depression years. Even United States Steel, with all the 
information it provides the shareholders, did not do that well. Some of these 
dividends have been quite substantial. The investor in this company is not ex 
cited too much about not getting every last bit of information as much as he 
might like to have it. 

Two years ago the Hagan Corp. of Pittsburgh, Pa., an $8 million company 
issued stock to the public for the first time, at which time it issued a prospectus 
giving complete information. In spite of the fact that the management has ha 
only 2 years of experience with public stockholders, it has already issued qua: 
terly statements and its annual report is informative and its statement is cer 
tified by a highly reputable firm of accountants. 

The statement of Hoover Co. follows. This maker of vacnum sweepers and 
other household equipment issues an interesting and informative report, which 
tells about options exercised by certain officers and key employees during 1954 
and tells about the excess of the equity of the Hoover Co. in certain foreign sub 
sidiaries over the amounts shown on the balance sheet and gives other detailed 
information with an audited report. 

Many additional statements of like nature could be submitted to you of con 
panies of the size and nature proposed to be covered in the sought-for legislation 
and still there are technicians who will tell you of the serious deficiencies in th« 
reports of such companies. I respectfully urge you to examine these reports 
carefully. 

It might be of interest to note the market performance of the shares of the 
over-the-counter companies which were used as exhibits in the report to Con 
gress in 1950, recommending an amendment to the SEC Act of 1934 for the pro- 
tection of investors of unregistered securities. The cost to the purchaser of 
1 share of each of the 8 companies used as special exhibits in that report on 
January 1, 1950, would have been $136. The value on March 31, 1955, was $286 
The total cost of 1 share of each of the approximately 115 companies mentioned 
in that report on January 2, 1950, would have been $2,580 and their aggregate 
value on March 31, 1955, $4,310. Obviously the so-called deficiencies in the 
reports of these companies did not deter them from full participation in the 
general improvement in the market prices of all securities. 

We come now to the proposal that the Securities and Exchange Commission 
conduct a 2-year study of the securities markets to determine standards by whic! 
securities may be said to be suitable for either the listed or the unlisted markets. 
It so happens that I have been in a position to make some rather intense obser 
vations of this subject over the years. Several years ago I felt that such a study 
as proposed by this bill should be conducted and I participated in a movement 
on the part of the NASD to bring about such a study. I have changed my mind. 
I am of the opinion that no definite worthwhile conclusions can be reached in such 
a study. Ours is a competitive business. Each market wants its full share of 
trading media or merchandise, so to speak. I do not believe that the Government 
nor anyone else can arbitrarily force a management to list its stock on a stock 
exchange or for that matter to refrain from doing so if they so wish. A 
corporation management cannot prevent the public trading of the company’s 
stock or other securities, but it should be able, if it so desires, to refrain from 
enforced listing of those securities on an exchange if it so wishes. Some manage 
ments list their shares because they feel that it brings some prestige. Others 
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rain from doing so because they are convinced that the best market place for 
eir shares is over the counter. They want these shares to continue to be traded 
er the counter, not because they do not have to furnish certain types of 
iformation which, as I have already pointed out, a great many managements 
ready supply in abundance, but because they feel that the over-the-counter 
arket happens to provide a closer and more accurate gage of the value of their 
hares than a listed market. 
Other managements feel differently and proceed to list their shares, sometimes 
» their later regret when trading activity diminishes and market performance 
eteriorates. There are certain types of stocks which would seem to be naturals 
rr an auction market. Such stocks as those of well advertised consumer goods 
— iunies are frequently successfully brought to an auction market. Other 
mpanie S whose products and activities are little known to the public, or utility 
upanies of small or medium size, have no place in an auction market. It is 
ith ult to forecast how a stock will act after it has been listed, and any stock 
hich has a close and substantial market over the counter may easily change 
these characteristics upon listing in spite of the fact that the number of shares 
itstanding, the size of the company and the activity prior to listing would lead 
ne to stamp it as a candidate for auction trading. At the present time there are 
some 250 issues, particularly preferred stocks, listed on the New York Stock 
Exchange which the exchange, since listing, has recognized have poor auction 
rading characteristics and which, as a result, the exchange now permits its 
members to deal in without even showing bids or offerings on the floor of the 
xchange. Certainly the listing committee of the exchange must have thought 
these stocks had the qualifications for listing or they would not have permitted 
them to be listed, but it became obvious over a period of time that the real market 
rv these shares lay over the counter. In addition, there are numerous instances 
here the size of offerings in a listed stock forces the liquidation to be removed 
rom the floor of the exchange and placed in the hands of investment dealers for 
ver-the-counter distribution. Many listed issues trade successfully in day-to-day 
isiness away from the auction market. 
One point which this bill touches upon could be given more careful study by 
our committee, possibly in conjunction with the Securities and Exchange Com- 
ission. That is the matter of a possible amendment to section 12 of the 
Securities Exchange Act of 1934, to provide for the elimination from unlisted 
trading of those securities now traded on registered exchanges under that 
hanner. Although section 12 provides that those securities which are not fully 
isted must be designated by an appropriate asterisk or other means, there is 
no question but that the vast majority and probably 99 percent of the public 
egard all securities on an exchange as being fully listed. As a matter of fact, 
the Wall Street Journal and other papers no longer carry this differentiation 
and thus the public can only be aware of it by following the actual ticker tape. 
They do not make any differentiation and thus many stocks are traded on the 
exchanges with the public buying and selling those stocks in the belief that 
they are fully listed. These stocks are not subject to the requirements attendant 
upon fully listed securities and yet the public is led to believe that they are. 


(The financial statements attached to Mr. Stolle’s statement will be 
found in the files of the committee. ) 

Senator Lenman. Since the announcement that hearings would be 
held upon S. 2054, I have received many letters urging that the public 
interest demanded the enactment of this legislation. The letters are 
unevaluated, and no investigation has been “made of the basis for the 
complaints. However, they reflect investor and shareholder dissatis- 
faction with the absence of financial information, of proper proxy- 
soliciting material and of regulation of insider trading in the over- 
the-counter market. None of the witnesses who testified upon the 
bill represented the ordinary investor in search of information. I 
believe this gap in the hearings may be filled by a sampling of the 
letters received by the committee. For that reason I submit for the 
record the following letters in which I have obliterated the names of 
the companies involved for obvious reasons. 
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San Antonio, TEX., June 27, 1955. 
Hon. Hersert H. LEHMAN, 
Senate Office Building, Washington, D. C. 

Dear SENATOR: Since I was in the midst of a heated proxy fight for contro! 
of * * *, I followed with unusual interest the hearings which you have been 
conducting on the need for new rules in proxy contests. 

I wholeheartedly agree with your conclusions that new rules are necessary. 

Although headlines are given to proxy fights of national interest such as New 
York Central and Montgomery Ward, I question whether they are typical of the 
much more numerous but less publicized struggles for control of smaller corpora- 
tions. Therefore, a study of the latter would seem important. 

The recent extraordinarily close battle for control of * * * would, I believe, 
supply a perfect example of abuses that need correcting. Some of the highlights 
of this company and comments on the recent contest follow : 

oe is a relatively small company; it is, however, the largest producer of 
alluvial gold in the United States. The stock is unlisted and hence not subject 
to the SEC proxy rules. It has about 3,700 stockholders, a majority of whom are 
in California. The aggregate market value of the 2,200,000 shares of stock out- 
standing is about $9 million. A group of Boston lawyers who control trusts 
which own approximately 20 percent of the stock have had effective working 
control. The contest for control in which I headed the “dissidents” occurred 
only after our group had repeatedly asked for and been denied minority repre- 
sentation on the board. 

The management retained the * * * organization to conduct its campaign 
We largely used investment bankers who had sold * * * stock to their customers 
and volunteer individual stockholders. We also made limited use of the * * * 
organization. The tactics used by the management and * * * , we feel, reached 
a new low in mud-slinging and in misleading and untrue statements. For ex- 
ample, a statement was made in their third communication to the stockholders, 
too late for our group to deny, which said in part: 

“* * * has been far from frank in his communications to you. For instance, 
Mr * * the first on his list for nominees for directors, is an engineer 
for * * Further, according to * * *, Mr. * * * owns 10,000 shares of single 
share shortly before the first * * * letter was mailed to stockholders * * 

Attached hereto is a photostatiec copy of an affidavit made by Mr. * * * to 
the effect that he had not sold a single share of * * * stock. 

Since our campaign was importantly based on the fact that our group person 
ally owned and controlled large blocks of stock the untrue statement that one 
of our nominees had sold his stock hurt us quite badly, and we think primarily 
caused us to lose the proxy fight by one of the smallest margins in history. 

The adjusted -vote as announced by the management was approximately 
1,080,000 to 1,061,000. The stock represented in person or by proxy being over 
95 percent of the total which is in itself almost a record. 

Now, Senator, I am sure that you and your committee are neither able nor 
willing to listen to the tales of woe of the various managements and opposition 
groups engaged in dozens, if not hundreds, of small proxy fights. Nevertheless, 
this * * * fight has many interesting and enlightening aspects which it seems 
to me should be understood by your committee, your technical staff and the 
Securities and Exchange Commission. If you are willing to have it studied 
I will be more than happy to make a trip to Washington to personally review it 
with you, your committee, or your technical staff. If a personal presentation of 
the case is not feasible, I would at least like to submit all written material 
used by both the management and our opposition group, for study. 

For your consideration I respectfully submit some observations on the * * * 
contest with suggestions on legislation to correct the abuses. 

(1) The management evidently spent a relatively huge amount to retain con- 
trol. I have no way to determine the total direct and indirect expense, but I 
think it must be on the order of $150,000. If this estimate is correct the cost is 
greater in proportion to the size of * * * than the amount spent by the man- 
agements of Montgomery Ward or New York Central. 

Managements should be required to disclose the total amount of money spent 
on proxy fights and the proposed new laws should be so worded that nonrecurring 
and incidental and miscellaneous expenses which relate in any way to the con- 
test should be included. The total expenditures too should be severely limited. 

For example, in the case of * * *, the annual report mailed to stockholders 
must have cost at least 5 and probably 10 times as much as the annual reports 
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hich had theretofore been used. Employees ran up large telephone bil 
ting proxies. At one time at least seven 


lawyers were working on va 
spects of the contest. 


. 
Not only should managements be required to submit in detail the total d 
nd indirect cost, but they should be required to disclose any spec 
ith interests with whom they are doing business. 
(2) Likewise, opposition groups should be required to make similar disclosure 
nd make known to stockholders the source of their funds and the total amount 
spent. 


lrect 


ial deals made 


(3) The beneficial ownership of the shares of the company should be revealed 
by both management and opposition as required by the SEC 
the case of listed securities. 

(4) All companies should be under the proxy rules, now limited to companies 
whose shares are listed on one of the national exchanges. 

(5) The greatest threat to the unfettered functioning of corporate democracy 
is the influence of professional proxy soliciting concerns such as * * *. 

There are a number of public relations or stockholder relation firms both large 

nd small in the United States. However, * * is the best known and probably 

far the largest and most influential. This particular organization, I unde 

stand, follows the thoroughly undemocratic practice of accepting employment 
only from managements. Presumably they do not care whether the manage- 
ment is good or bad or whether the cause of any opposition group seeking control 
sright or wrong. The steadfast policy is still to represent the management and 
seek to perpetuate it in office. The moral basis of this biased and one-sided prac- 
tice is unwholesome. From strictly a material standpoint the reason is obvious 
Managements have free access to the treasuries of the company to liberally pay 
the professional proxy solicitors. Often company funds, as in the case of * * *, 
are spent in a most profligate manner. The somewhat spectacular rise of 
the * * * is undoubtedly due to the fact that there is little restraint on their 
expenditures and the pay from the corporate treasuries 


proxy rules in 


indeed generous. 


Opposition groups struggling along with volunteers and inexperienced and under- 
paid proxy solicitors are placed at a great disadvantage. 
(6) The most vicious aspect of proxy solicitation by these well-paid profes- 


sionals is the irresponsible statements which they often make verbally to stock 
holders. We have been told by responsible people of lurid and wholly untrue 
statements made by * * * representatives on the telephone. While some stories 
may be exaggerated there is no question but that misleading and untrue state- 
ments and innuendoes are a part of the usual telephone “pitch” which these 
high-pressure people use. 

I suggest that all firms engaged in proxy solicitation either for management or 
for dissidents be licensed by the Securities and Exchange Commission. Any 
violations either verbal or written of truth and ordinary decency by any repre- 
sentative of any of these firms be cause for suspension or cancellation of their 
licenses, 

Since * * *, in particular, and other similar firms have gotten rich at the 
expense of stockholders it seems probable that they will have a powerful lobby 
to bring presstrre on your committee and the SEC in connection with the prepara- 
tion of new proxy rules. I hope that the unorganized benighted stockholders be 
given a fair break against entrenched managements with their secure salaries, 
fat pensions, and virtually unlimited corporate funds for the payment of ex- 
penses to perpetuate themselves in office. 

May I repeat that I am eager to come to Washington to bring the stockholders’ 
side of the story to you. 

With sentiments of high esteem, I am 

Very truly yours, 


B. F. PIrman, Jr. 


GLENWOOD GARDENS, 


Yonkers, N. Y., May 27, 1955 
SENATE BANKING AND CURRENCY COMMITTER, 


Senate Office Building, Washington, D.C. 
(Attention: Senator Fulbright, chairman.) 

GENTLEMEN: I have noted with interest your proposed legislation extending 
certain requirements to over-the-counter securities, as exist in respect to those 
traded over securities exchanges, and believe it definitely a step in the right 
direction. I notice that the proposed bill would not apply the same requirements 
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to smaller corporate entities as it would to the larger ones, in fact the smaller 
ones are exempt from so complying on the theory that the SEC could not police 
the situation. 

To be very frank about the situation, I believe it is probably the smaller ones 
who do not extend to their stockholders the business courtesies, such as progress 
reports, profit and loss statements and balance sheets, rather than the larger 
ones who will be covered by your legislation. I believe all should be covered 
since even the psychological effect would be great, and if the violation carried 
with it sufficient reprimand or punishment, requests of the stockholders for such 
material would be recognized. 

I am the unlucky holder of a small amount (somewhat big for me) of a specu 
lative oil stock. The underwriter is now out of business and is being required 
to appear before the SEC on June 1 to show cause why his license should not be 
removed. All efforts to reach the underwriter and the corporation itself has 
been fruitless. Letters addressed to the corporate address as shown in the offer 
ing circular are returned marked “moved—left no address.” Letters to the com 
pany president at other addresses which I have secured go unanswered. No 
report has been filed with the State of Delaware for 1954 where it was incor 
porated. If one knew that the company was bankrupt and completely valueless 
within the meaning of the internal revenue law, one could at least salvage that 
much. 

I am sending a copy of this to the two Senators from this State for their 
information. 

Very truly yours, 
NORMAN COLE. 


MaApPLewoop, N. J., June 8, 1955. 
Senator J. WILLIAM FULBRIGHT. 

DEAR SENATOR FULBRIGHT: In connection with your investigation of the securi 
ties markets, I have noted that you recommend that full disclosure of all finan- 
cial data be required of concerns whose securities are not now listed on any 
recognized exchange. As a securities analyst of several years’ experience in 
Wall Street, I heartily concur. 

You may find of interest an experience I have had recently. I have been the 
owner of stock in * * *,. Presently, the bank is offering the right to subscribe 
to new stock to owners of old stock. I have twice written to the cashier for 
information regarding the current balance sheet, income account, and such perti- 
nent information which he considers helpful in guiding my judgment in making 
a subscription. I have received no answer. 

Should you wish further comment from me, I would be pleased to supply if, 
in writing or in person. 

Faithfully yours, 
SAMUEL HI 


BRIDGEPORT, CONN., May 28, 1955. 
Senator FULBRIGHT, 
Washington. 

Dear Siz: You are quite right in demanding that regulations be enacted mak 
ing “over-the-counter” companies give their stockholders the same complete 
information that the big exchanges require of their clients. 

But this should be extended to small business because the Government is 
affected by the small companies as much as by the larger over-the-counter 
corporations. 

Small business asks for Government financing. Minority fights in small busi- 
ness use the time of courts. 

One reason the requests are made to the Government for money is that 
a man with business acumen enough to amass money knows the hazard of put- 
ting it in a small outfit. His protection against unethical associates is limited to 
his being able to prove fraud or terrific mismanagement. 

In the absence of regular and complete statements he has no chance at all. 

To give an instance. I own one-third of a corporation and for 26 years 
have been trying to find out what’s going on. It’s a manufacturing business 
doing more than half a millions dollars a year and with a property worth 
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$300,000. I get dividends of about $1,200 per year. 
and his family take about $60,000 per year. 

Publicity would go a great ways toward softening this situation. And com- 


plete statements would be news and a deterrent to an unethical management. 
Sincerely, 


I believe the man in control 


EDWIN G. GAYNOR. 


NEWTON, Kans., March 28, 1955. 
United States Senator J. WILLIAM FULBRIGHT, 
Chairman Senate Banking Committee 
Washington, D. C. 

DEAR SENATOR FULBRIGHT: I have been an interested reader of the ac- 
counts of the hearings of the Senate Banking Committee investigating the 
stock market as reported in the newspapers. I own a few stocks, mostly mutual 
nvestment shares, with the idea of building up retirement income. I am not 
interested in speculating on borrowed money, but 1 do believe it is possible to 
make good investments in American industry. I do not think the investiga- 
tion can do any harm to the market, and will probably in the long run be 
good advertising for it, that is the market that is represented by the various 

exchanges, as I believe they try to list only stocks of reputable companies. 
However, I was interested in a statement by you Senator, in which you 
stated that you thought something should be done about the over-the-counter 
market, and I believe an experience I had makes me wonder if you are not 
right. in short I did, purely as a speculation, take a flier in an over-the- 
counter oil stock, just because I wanted to gamble and see how I came out. 
ind if they did all they claimed they did, I still have no complaint. But I 
do wonder if this outfit intended to try for oil at all, or if they simply wanted my 
money. I haven't heard from them for some time and wrote to them a few 
months ago to try and learn if they are still in business, I received no reply nor 
iid my letter return to me. I was never notified if the company was liquidated 
so I do not know if I am entitled to write off the loss on my income tax or not. 
Please do not think that I am asking you to try to get my money back, I 
surely knew it was possible to lose my shirt if 1 so wished, and I only invested 


about $750. I just want you to know if my experience would help in any way 
» uncover a Shady deal I am willing to help. 
Yours truly, 


NOBLE J. HALL. 


Coun—HAti—Marx Co., 
New York, March 7. 

Dear Sir: Just a few lines on the cases of * * * and * * *, In the first case, 
stockholders couldn’t get information—what happened, etc., and you couldn’t 
vet a nickel on a share that cost you $7. Who profited and why? 

* * * Look back on the last few years, Government contracts made a good 
leal of money which was sunk into other rotten firms. There were fights and 
reorganizations. Judge Pecora, other big shots got into the act. You were 
promised reorganization, guaranteed rise within year—our money is sunk into 
it. What happened? This one drew so much out of it, this one got that, ete. 

You can’t get a dime; you can’t get information. Who got all the money? 
Why? Where in hell does the stockholder come in? Why can’t we make those 
bandits cough up all the money they took from us? 

Sincerely, 
MARTIN ROSENBLATT. 


HovusEHOLD OUTFITTING Co., 
Scranton, Pa., March 17, 1955. 
Senator FULBRIGHT, 
Senate Financial Building, Washington, D. C. 


Dear SENATOR: Enclosed please find copies of letters that I have sent to * * * 
in regard to stock my sister, Miss Ida Moskovitz, owns on * * *. 

I do not know what the laws are. If there are any at the present time to 
protect the investor in regard to receiving information, which I feel every stock- 
holder is entitled to, coverjng the operation of the fiscal year. 

After reading copies of letters that I have sent to Mr. * * * and Mr. * * *, I feel 
certain that your committee will give this type of complaint the attention it 
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requires to see that the investor is protected with proper laws. You will do th 
American public a great deal of good. 
Very truly yours, 
Max MOSKOVITz. 

P. S—Received two long-distance calls from Boston, Mass., from the * * * in 
regard to selling my sister’s stock in * * *. Evidently, the officers of * * * have 
contacted these investment brokers to get me out of their hair. One can easily) 
draw the right conclusions. 


MARCH 17, 1955. 
My. *\ 9 © 


Washington, D. C. 

DEAR Mr. * * *: My sister Miss Ida Moskovitz, has 100 shares of * * *,. We 
received a yearly report for 1954 which I am enclosing a copy of which you will 
note gives the stockholder very little information. Upon receipt of this report ] 
wrote them a letter, as I look after my sister’s investments, to advise me their 
sales for 1954 as well as 1953, their expenses and list of their director’s number 
of shares that each director has as well as the salaries that they draw. 

I received the following reply dated March 7, which is self-explanatory. In- 
asmuch as this stock is traded over the counter, I would like to know what rights 
a stockholder has in regard to information as to general operation of a cor 
poration as I have requested in my letter. It would seem to me that a stock- 
holder should be given this information if he has an investment in the corpora 
tion. From the contents of the reply I received from * * *, it just gives 
stockholder the impression that the corporation is operated to the benefit of th: 
officers and directors. 

I am the owner of other stocks that are listed over the counter who do not 
hesitate to give the information I requested from * * *. I do feel that the 
public should have protection governed by the laws to receive this type of 
information. 

I would like to hear from you as to what course I should take in receiving 
the information I requested. I am also sending a copy of this letter to Senator 
Fulbright, Senate Office Building in Washington, D. C., to find out if there are 
any laws to protect stockholders who make purchases of stocks over the counter 
as to getting proper and truthful information. 

I am also sending a copy of this letter to* * *, 

Very truly yours, 
MAx MOskovi1rz 


PAWTUCKET, R.I., March 7, 1955. 
Miss Ipa Mosxkovitz. 


Care of Household Outfitting Co., 
Scranton, Pa. 


DEAR Miss Moskovitz: We have your letter of the 5th. 

Perhaps you do not have our condensed annual report for 1953 to compare witt 
that of 1954, because you became a stockholder in April 1954, after our report 
had been issued. 

We are attaching a copy of the 1953 report in accordance with your request. 

We have found over a period of years that our stockholders accept, and seem 
to like the brief condensed form of our reports, as they are easy to read and to 
understand. 

The insulated wire and cable industry, of which we are a part, is a very 
competitive one, and our only reason for omitting information from our pub- 
lished report concerning sales, profit margins, and related ratios, is the possi- 
bility that our competitors will use such information to our disadvantage in 
anticipating our competitive bids. We feel therefore, that this omission is in 
the interests of the company and our stockholders. 

The stock of our company is sold over the counter, and is not listed on any 
of the major exchanges. The Securities Exchange Commission therefore does 
not require that we publish information concerning salaries. 

We appreciate your interest in our report and will be glad to hear from you 
whenever you have any specific questions which we can answer. 

Yours truly, 


Vice President. 
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CONDENSED ANNUAL REPORT 


Balance sheet, Dec J. 1954 
ASSETS 
Current assets : 
CN ee a a $498, 594. 14 


United States Treasury securities (at cost) $1, 000, 000 
Less—allocated as off-set against Federal in- 
come taxes and renegotiation—contra_____ 1,000,000 


Mf _ ; 0 
Investments—short term (at cost) 1, 194, 620. 32 
Notes and accounts receivable, trade 2, 066, 923. 41 
Other receivable_____._.______ oo, 682. 24 
69 


Inventories (lower of cost or market) ... 1, 830, 599. 


Total current assets_________ 5, 624, 419. 80 
Plant property—at cost (less reserves for depreciation 
$1,530,012.35) 1, 253, 383. 93 
Other assets: 
Oonstruction in progress... 2.1... 2d $248, 167. 22 
Prepaid insurance, ete 102, 134. 71 


Pen nn Os os eas istivek a edliadion 350, 301. 93 


Total 7, 228, 105. 66 


Current liabilities : 
Accounts payable $900, 352. 22 
Reserve for Federal taxes on income and re- 
aR icc mmeeieenemenian $1, 424, 289. § 
Less—United States Treasury securities 
allocated—contra 1, 000, 000, 00 
——————_————._ 424, 289. 94 
Cee ee een aa cou ppamaasiindranieicanemeneieencnitaem iat waeacndies enone 191, 911. 06 
I eect ed cee ceecenesabaaning 114, 123. 65 
a eI" emaseepemael 1, 630, 676. 87 
‘apital stock and surplus: 
Capital stock (authorized and issued 150,000 
shares without par value) 1, 500, 000. 00 
aaa ac eeae cased ober nai iaoinsetacureienae pacealnieaecaicn 4, 097, 428. 79 
POLeE: Cotte) (SOCK QN0  SHIDIUE nnn gc cticccncncwcencnsen 5, 597, 428. 79 


7, 228, 105. 66 
Summary of income tawv and surplus for the year ended Dec. 31, 1954 


Gross profit on sales $3, 598, 673. 15 
Selling, shipping and general expenses 1, 695, 721. 28 
pie Ceeeir werent. ess eee oe eto ldlnccences 1, 897, 951. 87 
Other income (interest, storage income, etc.) 477. 82 
Gross income { 429. 69 
Income charges (interest paid, ete.) 084. 89 
Net income (before provision for Federal taxes onincome)_ 1, 976, 344. 80 
Provision for Federal taxes on income.._._...~_........-...... 1, 024, 000. 00 


Net income before special item ; 952, 344. SO 


mst 
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Summary of income tax and surplus for the year ended Dec. 31, 1954—Continue: 


Special item: 
Adjustment of Rhode Island corporate taxes—prior years__- $13, 039. 57 
Net income for the year___- 965, 384. 37 
Surplus, Dec. 31, 1953 3, 507, 044. 42 
RE icieiciceewe slated ah 4, 472, 428. 79 
Dividends paid Piece 375, 000. 00 


Surplus Dec. 31, 1954 4, 097, 428. 79 


New YorK City, March 16, 1955. 
Senator FULBRIGHT AND COMMITTEE: 

I was in the United States Service and served my country well. When |] 
came out I saved some money and saw an ad in the paper by * * * about * * * 

I realized it was a speculation and a gamble, and if I would lose my money 
legitimately I wouldn’t mind. In America we all take chances because ws 
believe in the capital system. 

The fact that these people take your money and forget about you, the stock 
holders, and the law does not compel them to send an annual report or even 
a postal ecard. They don’t even answer your mail, after taking $4,000. I’n 
the father of three children and what they took is a lot of money. If I was 
nice to invest money in their company they should be compelled by law t 
give me a statement or answer my letters or give a report to the brokers which 
I bought it from. There was also a broker by the name of * * * which | 
believe now are under investigation. These people reach me in Smithtown 
Long Island, begging me to buy * * *. I bought 200 shares for $100 and that’s 
the last I heard from them. Will you kindly put a stop to these doings. 

A little report is the least I should get for trusting them with my money 

I have complained to the Securities and Exchange Commission but as yo 
are going to see, these papers I’m going to enclose state that there is no pro 
vision to compel them. I don’t think it’s fair and many other people feel thx 
same. These kind of business people are detrimental to our country. It wil 
discourage people from investing money in new enterprises. I would appreciate 
it if you would give this matter your attention. 

Yours truly, 
ANGELO PIRRON} 


UNITED STATES SECURITIES AND EXCHANGE COMMISSION, 
New York, N. Y., June 16,1954 
Mr. ANGELO PIRRONE, 
Brona, N.Y. 

DrAR Mr. PrrRoNE: This will refer to your recent visit to this office at which 
time you complained concerning purchases of * * * stock from * * * and * * * 
stock from * * *. You also complained of the fact that you had written on 
numerous occasions to the above-named issuers, as well as to the broker-dealer 
firms, and had contacted the broker-dealers for information concerning the com 
panies but that you had received no information in the circumstances. 

While this office is most desirous of lending whatever assistance is possible 
to the investing public, the acts which the Commission is authorized to admin 
ister do not cover jurisdiction over every matter in which a security may be it 
volved. Thus there are no provisions under the Securities Act of 1933, or the 
rules and regulations thereunder which require the furnishing of periodic finan 
cial statements to investors. These matters, of course, in the absence of actual 
fraud are of internal significance for and within the discretion of the company’s 
management in which this agency has no authority to intervene in any way 

Of course, if you have any claim of a civil nature against the subjects or their 
agents or representatives under the 1933 act, the prosecution thereof should be 
pursued through an attorney. Again, in matters or claims of a purely private 
nature between individuals or companies, this agency has no authority to inter 
vene. In the circumstances, I am returning herewith the material which you 
very kindly left with Mr. O’Brien, and they are as follows: 
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1. Letter to stockholders dated April 14, 1952 by * * *, 
Letter to * * * stockholders dated May 8, 1952, 
4th annual report of * * * for year ending December 31, 1952, 

4. Postmarked envelope “Jersey City, N. J.” addressed to you from * * * 
with a pencil note thereon “3/27/53” 
5. * * * letter to you dated May 27, 1949, 

6. * * * letter to stockholders dated January 9, 1952, 

7. “Prospectus” dated May 22, 1949, pertaining to 600,000 shares of * * *, 

etc., 

8. Registered mail envelope from * * * No. L-31319, 

9. Subscription blank from * * *, 

10. Envelope from * * * to you postmarked “June 7, 1954.” 
I regret that 1 am unable to be of any further service at this time. Your 
mplaint concerning the failure of the issuers to render reports to the stock- 
lders has been made a matter of record at this office. 
Thank you for bringing this matter to my attention. 

Very truly yours, 


» 

= 
2 
o. 


, 


FRANCIS J. PURCELL, 
Regional Administrator. 


BrooKiyn, N. Y., March 28, 1955. 
‘nator FULBRIGHT, 
Committee on Stock Market Investigations, 
Washington, D. C. 


HONORABLE AND DEAR SIR: I beg to call your attention to some over-the-counter 
ocks that are being sold, in particular where these companies whose stocks are 
ot listed. 

Apparently stock companies do not have to issue statements yearly regarding 

eir financial standing and activities. 

One such case which I have reference to is * * *. This stock was sold through 
rokers and was highly recommended. However, since I bought this stock I 
uve as yet to receive a financial report. I have requested same on many occa- 
sions by letter. I have been told by the brokers that this company does not have 

ssue any financial report. 

However, if a stock is sold over the counter wouldn’t you think that a financial 
statement is their obligation and that one would be submitted stockholders on a 
early basis? 

his I believe would be a constructive change in the laws of any stock that is 

ng sold on the over-the-counter exchange. 

Thanking you to take this matter up with your committee, I beg to remain 

Sincerely yours, 
Harry R. LircHFrietp, M. D. 


[Handwritten note:] 

I received a “Russian” ballot, that is, one with no place to vote in the negative, 
it only “approval.” My objection brought forth this reply, indicating that the 
SEC approves that kind of ballot. 

| thought the SEC is supposed to protect and act in the interest of all stock- 
olders and to insure that they get fair treatment from management and the 
bank crowd. Whatis Mr. Demmler’s answer? 


FuntTon, N. Y., March 11, 1955. 
Miss JupITH S. KRAMER, 
Great Neck, Long Island, N. Y. 


DEAR Miss KRAMER: The proxy which you returned unsigned but with a note 
ittached has been brought to the writer’s attention and we note your objection 
to not having the opportunity to cast a negative vote if you so desire. 

We would like to state that our proxy meets all of the requirements for a 
orporation whose stock is listed only on over the counter such as is the case 
with * * * stock. 

[If you would care to cast other than a straight affirmative vote for all of the 
proposals listed in the notice of the meeting, kindly advise and the writer will 
see to it that your vote is so registered. 

Very truly yours, 


Executive Vice President. 
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Senator Leuman. We will recess the hearings at this time. It 
juite possible that we will have further hearings and call addition 

tnesses. But that is a matter for the future. 

We will keep the record of these hearings, of which this ts t 
third, open for the receipt of additional material until Monda 
saiy 11. 


(Whereupon, at 12:40 p. m., the hearing was recessed. ) 
(The following was received for the record :) 


[The Washington Post and Times Herald, July 8, 1955] 
BUSINESS OUTLOOK: FULBRIGHT BILL EXEMPTS BANKS 
By J. A. Livingston 


I can’t see Why anyone would object. It’s so sensible.” 

A member of the staff of the Senate Banking and Currency Committee was 
talking about the Fulbright bill. 

You wait and see,” I answered. “It’s going to be called un-American, th: 
ruination of small industry, contrary to the principles of democracy, and 
invasion of corporate privacy. The banks won't like it. The insurance co 
panies will want to be exempt.” 

“But,” he protested, “the New York Stock Exchange will be for it. The Ame 
can Stock Exchange will be for it. So will many brokers. With that sup 
port * * *” 

We both were right. 

Keith Funston, president of the New York Stock Exchange; Edward ‘| 
McCormick, president of the American Stock Exchange; and Winthrop H. Smith 
managing partner of Merrill Lynch, Pierce, Fenner & Beane, wholeheartedl) 
©. K.’d the legislation. 

Lut the National Association of Manufacturers, through its president, Henr: 
G. Riter IIL, called the bill an undue burden on small-business men. 

Ewing T. Bowles, a Columbus, Ohio, investment dealer, argued that the bill 
would make small companies “fair game for unprincipled giants.” The “big 
boys” would use information on sales and earnings to bully little fellows out o! 
business or into mergers. 

The National Association of Securities Dealers, which was for similar legisla 
tion in 1950, suddenly turned against. Presumably, because many of its mem 
bers, who make active markets in over-the-counter stocks, feared they’d lose 
business to brokers who are members of the organized exchanges. 

‘his is an antidiscrimination bill. It would subject the Great Atlantic & 
Pacific Tea Co., Singer Manufacturing Co., M. A. Hanna & Co., Insurance Con 
pany of North America, and other prominent enterprises to the same regulations 
us Safeway Stores, Radio Corporation of America, General Motors, whose stocks 
are listed on an exchange. 

Today, thousands of companies avoid regulation by the SEC by not listing 
iheir stocks on a registered stock exchange. (Yet, some such stocks are admitted 
to unlisted trading privileges. Examples: A. & P., Singer, and Insurance Com 
pany of North America on the American Stock Exchange. 

Such companies escape 

1. Making periodic reports to shareholders under SEC rules. 

2. Conforming to the Securities and Exchange Commission's proxy rules. 

3. The SEC insider trading rule—if officers make a profit in the company’s 
stock within 6 months, the profit is not recapturable by the company. 

4. The Federal Reserve Board's margin regulations. 

The Fulbright bill would eliminate these silly distinctions between a liste 
and an unlisted company. 

Under it, companies with (a) assets of $5 million and (6) 500 security owners 
would be required to comply with the Securities and Exchange Commission regu 
lations. If it passes, many companies that don’t want to list stocks now would 
probably apply for listing. That’s what bothers many members of the NASD 

As I see it, the bill has a basie fault. In its present form it exempts banks. 
Argument: They already are supervised by the Federal Reserve Board, the 
lederal Deposit Insurance Corporation, the United States Comptroller of thie 
(urrency, and State banking departments. To me, the argument’s irrelevant. 
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Publie utilities are also regulated. So are railroads. So is American Tele- 
phone & Telegraph. The purpose of railroad and utility regulation is to protect 
shippers and consumers on rates. The purpose of bank regulation is to protect 
cit positors. 

Let’s not get our purposes mixed. The Securities Act and the Securities 
xchange Act were designed to protect investors—to provide security owners 
with information about the companies in which they’ve staked money. 

The Fulbright bill is a sensible extension of that design. It ought to become 
aw. Exemptions to it ought to be few and far between. When a company has 
issets of $5 million and 500 security owners, it ceases to be private. Full and 
fair disclosure to investors is no barrier to progress, as the earnings and growth 

f hundreds of companies listed on the New York Stock Exchange prove. 


THE UNION NATIONAL BANK, 
Varquette, Mich., July 5, 1955. 
Senator J. WILLIAM FULBRIGHT, 
Senate Office Building, Washington, D. C. 


DeAR SENATOR FULBRIGHT: I have been reading in the Wall Street Journal 
about the hearings of the subcommittee of the Senate Banking Committee to 
tighten application of the securities laws to companies not listed on stock ex- 
hanges. I should like to have my views passed on to this subcommittee, and 
I should appreciate having a copy of the published transcript when available. 

As a trust officer and an attorney, I should like to see the laws extended to 
ipply to all companies with assets of $3 million and 300 stockholders. Unless 
you are in the trust business you never see the real effects of letting many com- 
panies avoid the application of these laws which are applicable to the larger 
companies. In fact, the stockholder of a company not subject to the law has 
very little protection, and none at all unless he has the resources and time to 
protect the rights of stockholders. 

I regard the objections of the NAM and the Investment Dealers of Ohio as 
typical of the attitude held by management generally. They proceed on the 
theory that management knows best, and that stockholders do not need any more 
protection than that which management sees fit to give them. 

If our free enterprise system is to work, then it is time that we erect a code 
of laws (not a series of judicial decisions of very inadequate nature) to give the 
average stockholder the right to the information he should have, and to force 
corporate management to conform to a decent standard of rights to be accorded 
the stockholder. (I would apply this to banks, too, for they put out more false 
and misleading financial statements than any other corporate entities in the 
land, ) 

I hope the Congress will pass legislation this session to broaden the applica 
tion of the securities laws. The stockholders require it for their protection, and 
ur economic system calls for it if we regard the stockholders as the real owners 
of American enterprise. 

Yours very truly, 


HoMER HItrTon, Jr., 
Vice President. 


NEw York, N. Y., July 12, 1955. 
Hon. J. W. FuLsricur, 


Chairman, Committee on Banking and Currency, 


Washington, D.C. 

Dear Str: I have followed with close interest the hearings held on proposed 
legislation covering securities traded otherwise than on a national securities ex- 
change and not now subject to regulation by the SEC in any manner. 

My experience in the securities field covers a period of 25 years as an investor, 
securities analyst, and financial consultant. I am also a director of several com- 
panies, one of which has securities traded in the unregulated field. 

I am in favor of the proposed legislation because the investor is entitled to 
secure adequate information and the protection of the regulations now applicable 
to listed securities. It is not in the interest of investors, nor is it in the interest 
of the issuing companies in the long run, to have standards of regulation apply to 


certain securities and to continue unregulated the vast countrywide market of 
over-the-counter securities. 


60650—55—pt. 2——-15 
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Section 15 (d) of the Securities Exchange Act now requires issuers who hays 
sold at least $2 million of securities under the 1933 act to file periodic finan 
nformation.At a minimum this section should be amended to provide that 
such securities are equity securities, the issuer shall also be subject to section 
14 and section 16 of the Exchange Act, if such securities are not otherwise subject 
to such requirement, 

The stock-market hearings conducted by your committee has provided a usefu 
and timely review and analysis of the securities markets and pointed out ars 
in which further inquiry and regulation are desirable. 

Very truly yours, 


EpWARD 5. LAUFER 


MICHIGAN CORPORATION AND SECURITIES COMMISSION, 
Lansing, July 14, 1955. 
Re 8. 2054, a bill to amend the Securities Exchange Act of 1934. 
Mr. Myer FELDMAN, 
‘ounsel, Committee on Banking and Currency, 
United States Senate, Washington, D.C. 


Dear Mg. FecpMAN: I have your letter of July 6 and the copy of the above bil! 
I am frankly somewhat hesitant about expressing my views because I do not 
feel that I have made a sufficiently thorough study of this matter to speak with 
any authority. 

As I see it the bill provides the following as to securities traded over the 
counter : 

1. Issuer must file registration statement; 

2. SEC proxy rules would apply ; 

3. SEC rule on insider trading would apply; 

4. Periodic reports must be filed with the SEO; and 

5. Federal Reserve Board margin requirements would apply. 

I imagine that there is no good reason why the above requirements, which 
are imposed on the issuers of listed securities, should not also be imposed on the 
issuers of unlisted securities, where they are of comparable size and the stock 
is publicly held. The exemption with respect to issuers having less than $5) 
million in assets and fewer than 500 security holders would seem reasonable 
and would insure that the act would not apply to small or closely held corpora- 
tions, where the abuses sought to be corrected do not widely exist and where 
the regulation, therefore, might be unduly burdensome. 

I believe that many of the issuers of unlisted securities do not adequately 
report to their stockholders and give too little information as to the state of 
corporate affiairs and their intentions, in the solicitation of proxies. (It is sel 
dom that they inform their stockholders of salaries to, and stockholdings of, 
management, stock options granted, etc.) I think that in these areas the new 
amendment might do considerable good. I do not know the extent that there is 
insider trading in unlisted securities. At any rate, having section 16 apply to 
unlisted securities can do no harm and would correct such abuses as exist. 

I do not believe that the State blue sky laws (or corporation laws, for that 
matter) concern themselves particularly with stockholder proxies or insider 
trading. Blue sky laws may be concerned therewith at the time an applica- 
tion may be under consideration but not as a matter of continuing regulation, 
so I do not believe there would be any particular duplication in those areas. 
Many State blue sky laws and corporation laws, I believe, have reporting re- 
quirements whereby corporations file financial statements as a matter of pub- 
lic record for the benefit of stockholders, creditors, and others with whom the 
corporation might transact business. Therefore, while there might be som 
duplication here, I nevertheless do not believe that this should be particularl) 
burdensome to corporations of the size sought to be covered. 

Under the Michigan blue sky law the trading by broker-dealers in the se 
ondary market of securities listed on a national securities exchange is exempt. 
Such secondary market trading in unlisted securities is, however, not exempt 
and requires the filing of an application for an order to permit such trading. 
At the time the application is filed we seek to determine that there is no fraud, 
deception, or imposition involved in the trading of these securities. I do not 
believe that such a finding is exactly comparable with the regulation whic! 
S. 2054 seeks to provide; in other words, it does not seem to me that this is 
double regulation. 
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My own feeling is that S. 2054 seeks to give the investor added 
ould be favorably inclined toward it. 
Yours very truly, 
JOHN F. HUENI 
Deputy Commissions 


STATE OF MINNESOTA, 
DEPARTMENT OF COM MERCI 
SECURITIES DIVISION, 
St. Paul, July 11, 1955 
» S$, 2054, bill to amend Securities Exchange Act of 1934. 
\MMITTEE ON BANKING AND CURRENCY, 
United States Senate, Washington, D. C. 


(Attention of Mr. Myer Feldman, Counsel.) 


GENTLEMEN: Subsequent to my telephone conversation with Myer Feldman, 
insel, on July 5, 1955, -we have been giving serious consideraion to the pro- 
sions of 8. 2054. 

During the last 11 years, we have had very few complaints from stockholders 
pertaining to inability to obtain financial information from corporations in which 
hey held stock. The complaints we did receive concerned small, closely held 
orporations which would not come within the provisions of 8S. 2054. 

The requirements for listing on the New York Stock Exchange and the Ameri 
in Stock Exchange have been such that stocks listed thereon have been exempted 
from registration in all States, I believe, except Wisconsin. Such exemption does 
iot apply to stocks sold over the counter. 

In Minnesota, with the exception of the stocks listed as aforesaid and a few 
ther specific exemptions, we require that all securities, both of new issues and 
those sold over the counter for secondary trading, be registered. Prior to such 
registration, applicants must furnish the securities division with pertinent infor- 
nation, financial and otherwise. Also, we have access to Moody’s services and 
Standard and Poor’s Stock Guide for such further information as we may require 

Taking our past experience into consideration, we are presently of the opinion 


that the cost and inconvenience which would be incurred by the smaller corpora- 
tions and investment dealers and brokers, by reason of the provisions of S. 2054, 
ould outweigh any advantage to the investor that might be occasioned by the 
enactment of such a bill. 
To my knowledge, we have not had any demand in Minnesota for such legisla 
on, 


Yours very truly, 
THEODORE N. OFSTEDAHTI, 


Commissioner of Securities, 


DIscoUNT Corp. oF NEW YorK, 
New York, N. Y., June 22, 1955. 
Re the Fulbright bill (S. 2054). 
Hon. J. W. FULBRIGHT, 
Chairman, Senate Committee on Banking and Currency, 
Senate Office Building, Washington, D. C. 

Dear SENATOR FULBRIGHT: We would like to file this letter with your committee 

ind to have it included in the record of the forthcoming hearings) for the pur- 
pose of recommending an amendment to the Fulbright bill (S. 2054), in order 


. 


to provide that corporations organized and doing business under the banking laws 


of any State or the United States and subject to supervision and annual examina- 


tion by Federal or State banking authorities shall be exempt from the require- 
ents included in the proposed amendments to the Securities Exchange Act of 
934. 
Discount Corp. of New York was organized in 1918 for the purpose of dealing 
United States Government obligations and in bankers’ acceptances and trade 
cceptances, which are eligible for purchase or rediscount by Federal Reserve 
anks. This has continued to be the sole business of the corporation since its 
ganization. 
Discount Corp. was organized, and has always done business, under article 12 
the New York banking law, which in entitled “Investment Companies.’ Arti- 
12 of the New York banking law authorizes companies organized thereunder 
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to borrow and lend money, to purchase and sell commercial paper, corporate and 
public bonds (“obligations for the payment of money”), and corporate stocks, 
to accept bills of exchange, to issue letters of credit, to act as financial agent and 
depositary for the United States Government, and to receive money for the 
transmission abroad. 

We do not have the authority under the New York banking law to accept 
deposits (except those of the United States Government) or to conduct a trust 
business. 

As in the case of commercial banks and trust companies, we are regularly 
examined by the superintendent of banks of New York at least once in each 
calendar year (New York banking law, sec. 36 (2)), and the superintendent 
has authority to make such special investigations as he deems necessary (sec. 
36 (5)). Commercial banks and trust companies are required to make condition 
reports to the superintendent of banks at least three times each year (se 
37 (1)). Investment companies are required to make condition reports to the 
superintendent once each year (sec. 513), and the superintendent has power to 
require special reports from banks, trust companies, and investment companies 
at such times as he may prescribe (secs. 37 (3), 513). 

As a “banking organization” (see the definition in sec. 2 (11) of the New 
York banking law), we are fully subject to supervision by the superintendent 
of banks and the banking board of the State of New York, and we are also 
governed by the policy of the State of New York with regard to banking organi- 
zations, as expressed in section 10 of the banking law: 

“It is hereby declared to be the policy of the State of New York that the 
business of all banking organizations shall be supervised and regulated through 
the banking department in such manner as to insure the safe and sound conduct 
of such business, to conserve their assets, to prevent hoarding of money, to 
eliminate unsound and destructive competition among such banking organiza 
tions and thus to maintain public confidence in such business and protect the 
public interest and the interests of depositors, creditors, shareholders, and 
stockholders.” 

Our proposal is that a new subparagraph (8) be added to the subsection (g) of 
the bill, reading as follows: 

“As used in this subsection, the term ‘bank’ means any issuer which is organized 
and doing business under the banking laws of any State or of the United States, 
which is subject to supervision and at least annual examination by, and which 
makes at least annual reports to, State or Federal authorities having super 
vision of banks, and which is not organized for the purpose of evading the 
provisions of this subsection.” 

It will be noted that this definition of “bank” is essentially the same as the 
detinition of that word in section 3 (a) (6) of the Securities Exchange Act of 
1934 except in the following two respects: (1) the reference to the business of 
receiving deposits or exercising fiduciary powers similar to those permitted to 
national banks under section 11 (k) of the Federal Reserve Act is omitted, and 
(2) a reference to annual examination and annual reports has been added. 

We strongly urge the inclusion of such a definition of the term “bank” in th: 
bill for we feel that thereby the manifest purpose of exempting from further 
regulation banking organizations already subject to adequate governmental reg- 
ulation, State or Federal, can best be achieved. It is evident that the reason for 
exempting banks in subparagraph 2 (B) of subsection (g) of the bill is that 
banks are already subject to adequate regulation by governmental authority, 
State or Federal. Yet the definition of bank in section 3 (a) (6) of the Securi- 
ties Exchange Act (which would otherwise define the term “bank’’) as used in 
proposed subsection (g) is not sufficiently broad to include corporations, such as 
our corporation, which are organized and doing business under State or Federal 
banking law, which are subject to supervision and examination by State or 
Federal Government authority, but a substantial portion of the business of 
which does not consist of receiving deposits or exercising fiduciary powers. 

It is matnifest that the definition of “bank” in section 3 (a) (6) of the Securi- 
ties Exchange Act was included therein solely for the purpose of excluding banks 
from the definitions of “broker” and “dealer” in sections 3 (a) (4) and 3 (a) 
(5), respectively. The definition of “bank” in section 3 (a) (6) therefore has 
no relevancy to the purposes of the term “bank” as used in the exemption appli- 
cable to banks in the Fulbright bill. For this reason a separate definition of 
“bank” as used in the amendment to the Securities Exchange Act proposed in the 
bill is urgently needed if the purpose to exempt from further regulation banking 
organizations which are subject to State or Federal regulation is to be attained 
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We proposed that a similar subparagraph be added to the Frear bill (S. 2408), 
which was introduced in 1950 and was in all material respects the same as the 
present Fulbright bill, except that the exemption tests in the Frear bill were 
$3 million of assets and 300 stockholders. Discount Corp. has more than $5 mil- 

m in assets and has 548 stockholders of record. Our proposal in 1950 was made 

a letter dated February 6, 1950, to the Honorable Burnet R. Maybank, then 

hairman of the Senate Committee on Banking and Currency, which included a 

memorandum of our counsel, Davis, Polk, Wardwell, Sunderland & Kiendl (which 

tter and memorandum were printed in the hearings on the Frear bill, Securities 
Exchange Act Amendments, hearings before a subcommittee of the Senate Com- 
nitte on Banking and Currency on 8. 2408, at pp. 181-184), and in a subsequent 

tter to Senator Maybank dated February 21, 1950. We enclose herewith copies 

f our letter of February 6, 1950, together with the memorandum of counsel 
nclosed therewith, and of our letter of February 21, 1950. 
Our proposal in 1950, as well as a similar proposal made by the stock insurance 
mpanies, was opposed by the Securities and Exchange Commission on the 
ground that only issuers under Federal supervision should be exempted; see 
1950 hearings, page 184. This presumably explains the exemption in the Ful- 
bright bill of commercial banks (virtually all of which are supervised by the 
Comptroller of the Currency, the Board of Governors of the Federal Reserve 
System, or the Federal Deposit Insurance Corporation) and the exemption of 
savings and loan associations and similar institutions insured by the Federal 
Savings and Loan Insurance Corporation. We submit that to legislate on the 
ssumption that Federal supervision furnishes more protection than State super- 
ision would be wholly unwarranted, especially since no investigation or study 

has ever been made, so far as we know, of the comparative strengths and weak- 
esses of the various systems of supervision. 

Furthermore, to our knowledge, no comprehensive study of companies which 
ire under the supervision of State or Federal authorities, but which are not 

ibject to the regulatory provisions of the Securities Exchange Act, has been made 
since the consideration of the Frear bill in 1950. As we pointed out in our letter 
f February 6, 1950, to Senator Maybank, the studies of the Securities and Ex- 
hange Commission in 1946 and 1949, from which the Frear bill resulted, did 

‘t include companies which are fully subject to supervision by State or Federal 
\uthorities. 

The only report since 1950 that has come to our attention, recommending that 
companies whose securities are not listed on any exchange be required to comply 
vith the same statutory provisions and the same rules and regulations as com- 
panies whose stocks are listed, is the report of the Senate Committee on Banking 
ind Currency, entitled “Stock Market Study,” of the hearings held by such com- 
mittee this year (S. Rept. 376, 84th Cong., Ist sess., May 26, 1955, p. 9). This 
report, in our opinion, does not amount to such a thorough study as would justify 
bringing State-regulated corporations, such as Discount Corp., under the regula- 
tions proposed in the Fulbright bill. 

We respectfully request that the Senate Committee on Banking and Currency 
give thorough consideration to the amendment to the Fulbright bill that we have 
proposed herein. 

We are sending a copy of this letter to all members of the Committee on Bank- 
ing and Currency. 

Sincerely yours, 


H. N. Repr, President. 


FEBRUARY 21, 1950. 
Re the Frear bill, S. 2408 
Hon. BurNet R. MAYBANK, 
Chairman, Senate Committee on Banking and Currency, 
Senate Office Building, Washington, D. C. 


DEAR SENATOR MAYBANK: We refer to our letter to you of February 6, 1950, 
which we understand is to be printed in the hearings, together with the reply 
if the Securities and Exchange Commission of February 15, 1950, a copy of 
which the Commission has been good enough to furnish our counsel. 

We believe that our original proposal for a definition of the word “bank” 
that would include all banking organizations that are genuinely organized and 
doing business under State banking supervision, whether or not they received 
leposits, is a sound one. 
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rhe Commission apparently recognizes the importance of avoiding dupli 
regulation of business enterprises, but they are willing to take into account o1 
existing Federal regulation. For this reason, they are willing to exempt banks 
of deposit, on the ground that virtually all of them are subject to some forn 
f Federal regulation, and they are also willing to exempt such savings a1 
loan associations, and similar institutions, as are under the jurisdiction of 1 
Federal Savings and Loan Insurance Corporation or of a Federal home-loan ban) 
But the Commission is not willing to exempt insurance companies, savings a1 
loan associations, or banking organizations, such as Discount Corp., which have 
State supervision but no Federal supervision. 

We believe that the sharp line that the Commission has drawn between exist 
ing Federal regulation and existing State regulation is not supported by a 
persuasive reasoning, Duplication of regulation is just as real, whether it 
Federal-plus-Federal or Federal-plus-State. The supervision imposed on Dis 
count Corp. by State authority is as real as is the supervision imposed « 
national banks by the Comptroller of the Currency. The same is true of the 
State supervision imposed on insurance companies. 

We do not understand that the line the Commission has drawn between exis! 
ing Federal supervision and existing State supervision is based on any ide: 
that Federal supervision is somehow necessarily more complete than Stat 
supervision—particularly since neither type of supervision has any relation 
all to proxy requirements or “insider” trading. 

The other point the Commission makes is that the provision that we have 
suggested might open the door to nonbanking institutions in some States. Ws 
believe that there is no substance to this fear. The language that we proposed 
would require that the corporation be organized under State banking law 
Being subject to the supervision of State banking authority would not of itself 
be enough to earn the exemption. It is hard for us to believe that any corpora 
tion which is within the intended scope of the Frear bill could or would dis 
solve and organize de novo under State banking law. 

furthermore, our proposed language would not apply to any corporatio 
operated for the purpose of evading the Frear bill. 

In order to make it perfectly clear that our proposed language would app! 
only to corporations that have a genuinely banking character, are organized 
under State banking law, and are subject to genuine State banking supervision 
and could not be used for purposes of evasion, we submit the following revisio! 
of the language we orginally proposed : 

“As used in this subsection, the term ‘bank’ means any issuer which is organ 
ized and doing business under the banking laws of any State or of the United 
States, which is subject to supervision and at least annual examination by 
and which makes at least annual reports to, State or Federal authority having 
supervision over banks, and which is not organized or operated for the purpos« 
of evading the provisions of this subsection.” 

As you will see, we have required at least annual eXaminations and reports 
and we also have made it clear that any corporation which is organized for the 
purpose of evading the bill is not entitled to exemption. 

We believe it is clear beyond question that corporations such as ourselves 
were not within the intention of the draftsmen of the Frear bill. They were 
not included in the Commission’s studies of 1946 and 1950, which formed the 
basis for the drafting of the Frear bill. We therefore conclude that the lan- 
guage we have submitted above is necessary in order to avoid an inadvertent 
result, and also that it will not to any extent weaken the intended scope or 
effectiveness of the bill. 

Sincerely yours, 


DISCOUNT CORPORATION OF NEw YORK, 
DupLey H. MiLts, Chairman of the Board 
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DrscouNrT CORPORATION OF NEW YOR} 
New York 5, N. Y., February 6, 
Re the Frear bill, S. 2408 
Hon. BURNET R. MAYBANK, 
Chairman, Senate Committee on Banking and Currency, 
Senate Office Building, Washinaton, D. C 

DEAR SENATOR MAYBANK: We would like to file this letter (and the accom- 
panying memorandum) with your committee as our recommendation for an 
amendment to the Frear bill, S. 2408, in order to provide that this corporation 
ind other corporations that operate under Federal or State banking supervision 
are to be treated in the same way as commercial banks, whether or not they 
accept deposits. 

Our proposal is that a new subparagraph (8) be added to subsection | 
reading as follows: 

“As used in this subsection, the term ‘bank’ means any issuer which is or- 
ganized and doing business under the banking laws of any State or of the United 
States, and which is supervised and examined by, and makes periodic reports to, 
State or Federal authority having supervision over banks, and which is not 
operated for the purpose of evading the provisions of this subsection.” 

As you will see, this definition is in substance the same as the definition con- 
tained in section 3 (a) (6) of the Securities Exchange Act of 1934, except for 
the two following points: (1) The reference to the business of receiving de- 
posits or exercising fiduciary powers is omitted; and (2) a new reference to 
periodic reports has been inserted. 

Discount Corporation of New York was organized in 1918 for the purpose of 
lealing in United States Government obligations and in bankers’ acceptances 
ind trade acceptances, which are eligible for purchase or rediscount by Federal 
Reserve banks. This has continued to be the sole business of the corporation 
since its organization. 

This corporation would be subject to the Frear bill as it now reads. Our 
assets are over $3 million, and we have over 300 stockholders. We deal with 
customers i many States, and our stock is probably regularly traded by 
of the mails or interstate commerce. 

Discount Corp. was organized, and has always done business, under article 
XII of the New York banking law, which is entitled “Investment Companies.” 
Article XII of the New York banking law authorizes companies organized there- 
under to borrow and lend money, to purchase and sell commercial paper, cor- 

orate and public bonds (“obligations for the payment of money”), and corpo- 
rate stocks, to accept bills of exchange, to issue letters of credit, to act as finan- 
cial agent and depositary for the United States Government, and to receive 
money for transmission abroad. 

We are not, however, permitted to receive deposits (except those of the 
United States Government), and it is this fact that deprives us of the exemption 
in favor of banks, contained in subparagraph (2) (D) of subsection (g) of 
the Frear bill. We believe that the policy expressed in the Frear bill to exempt 
commercial banks and trust companies which receive deposits applies with equal 
force to a corporation, such as Discount Corp., which is subject to the same 
kind of supervision by the same banking authorities. Our counsel, Messrs. 
Davis, Polk, Wardwell, Sunderland & Kiendl, have prepared a memorandum 
which shows that the reference to the business of receiving deposits (or of 
doing a fiduciary business) in the definition of the word “bank” in section 
3 (a) (6) has no releyancy to the subject matters covered by the Frear bill, 
and we enclose a copy of their memorandum. 

As in the case of commercial banks and trust companies, we are regularly 
examined by the superintendent of banks of New York at least once in each 
calendar year (New York banking law, sec. 36 (2)), and the superintendent 
has authority to make such special investigations as he deems necessary (sec. 
36 (5)). Commercial banks and trust companies are required to make condition 
reports to the superintendent once each year (sec. 513), and the superintendent 
has power to require special reports from banks, trust companies, and invest- 
ment companies at such times as he may prescribe (sees. 37 (3), 513). 

As a “banking organization” (see the definition in sec. 2 (11)), we are fully 
subject to supervision by the superintendent of banks and the Banking Board 
of the State of New York, and we are also governed by the policy of the State 
of New York with regard to banking organizations, as expressed in section 10 
of the banking law: 


g 
g) 


use 
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“It is hereby declared to be the policy of the State of New York that the 
business of all banking organizations shall be supervised and regulated through 
the banking department in such manner as to insure the safe and sound conduct 
of such business, to conserve their assets, to prevent hoarding of money, to 
eliminate unsound and destructive competition among such banking organiza- 
tions and thus to maintain public confidence in such business and protect the 
public interest and the interests of depositors, creditors, shareholders, and 
stockholders.” 

We have read the supplemental report of the Securities and Exchange Com- 
mission entitled “A Proposal To Safeguard Investors in Unregistered Securities,” 
which was transmitted to Congress in 1950, in support of the Frear bill. On 
page 17 of the report, the Commission has stated that none of the safeguards 
discussed in the report were afforded to investors in corporations which “did 
not report at all to Federal or State agencies.” 

The case for the Frear bill obviously rests on the Commission’s studies of 
1946 and 1949, and it seems to us wholly illogical to include within the scope 
of the bill companies which the Commission felt should not appropriately be 
included in its studies, because they are fully subject to supervision by the 
appropriate State authorities. 

We respectfully request that your committee give careful consideration to 
the. amendment that we have proposed. 

Sincerely yours, 
DupbLEY H. MILLs, 
Chairman of the Board. 


MEMORANDUM FOR DISCOUNT CORPORATION OF NEW YORK, NEw YORK, N. Y. 
FEBRUARY 6, 1950. 


rHE FREAR BILL, S. 2408: DEFINITION OF THE WORD “BANK” IN SECTION 8 (A) (6 
OF THE SECURITIES EXCHANGE ACT OF 1934 


The Frear bill, S. 2408, would make sections 12 (b), 13, 14, and 16 of the 
Securities Exchange Act of 1934 (the “1935 act”) applicable to the common 
stock of Discount Corporation of New York. 

The bill exempts all securities issued by a bank (subpar. (2) (D)), presumably) 
for the reason that banks are already subject to examination, periodic call 
reports, and general supervision by State or Federal authority, or both, and 
that to require them to comply with the above provisions of the 1934 act would 
produce an enormous duplication of paperwork. 

The word “bank” in the Frear bill would have the meaning given to it in 
section 3 (a) (6)-of the 1934 act: 

“(6) The term ‘bank’ means (A) a banking institution organized under the 
laws of the United Sates, (B) a member bank of the Federal Reserve System, 
(C) any other banking institution, whether incorporated or not, doing business 
under the laws of any State or of the United States, a substantial portion of the 
business of which consists of receiving deposits or exercising a fiduciary power 
similar to those permitted to national banks under section 11 (k) of the Federal 
Reserve Act, as amended, and which is supervised and examined by State or 
Federal authority having supervision over banks, and which is not operated 
for the purpose of evading the provisions of this title, and (D) a receiver, con- 
servator, or other liquidating agent of any institution or firm included in clauses 
(A), (B), or (C) of this paragraph.” 

Discount Corp. does not come within this definition, since it does not receive 
deposits or exercise fiduciary powers, although it is a banking organization 
within the meaning of the New York banking law (sec. 2 (11)), and is subject 
to examination, periodic call reports, and general supervision by the New York 
State banking authorities (New York banking law, sees. 36 (2), 36 (5), 37 (3), 
and 513). 

It is therefore proposed that there should be a separate definition of the word 
“bank” for the purposes of the Frear bill only, such definition to be in substance 
the same as the definition in section 3 (a) (6) of the 1934 act, quoted above, 
except for the omission of any reference to the business of receiving deposits 
or exercising fiduciary powers. 

Such a definition would be entirely consistent with the purposes of the 1934 
act and the Frear bill. 
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The 1934 act has two major themes: (1) The regulation of exchanges, and the 
inembers, brokers, and dealers who do business through the exchanges, and (2) 
the regulation of corporations whose stocks are held by the public. The Frear 
bill deals solely with the second of these two themes. It has nothing to do with 
the regulation of the exchanges, their members, or brokers or dealers who do 
business through the exchanges. 

It is manifest from the legislative history of the 1934 act that the definition 
of the word “bank” in section 3 (a) (6) was inserted for the sole purpose of 
excluding banks from the definitions of the words “broker” and “dealer.” It 
was pointed out in the hearings on the 1934 act that, while banks that receive 
deposits can do a very limited amount of business as brokers, they are forbidden 
by law to do a general business as brokers or dealers (hearings on H. R. 7852 
and H. R. 8720 (“stock exchange regulation’) House Committee on Interstate 


and Foreign Commerce, 73d Cong., 2d sess., Feb. 14-Mar. 24, 1934, pp. 86-87). 


The definition of “bank” in the 1934 act, therefore, has no relevancy for the 


purposes of the Frear bill. The reason for the exemption of banks from the 
Frear bill is not because they do or do not conduct the same kind of business 
is brokers or dealers. It is because they are subject to official supervision by 
Federal or State authorities, or both. For the purposes of the Frear bill, that 
is, regulation of issuing corporations of a certain size and public character, it is 
wholly immaterial whether a particular issuer does or does not receive deposits 
or does or does not exercise fiduciary powers. 

The word “bank” does not appear by itself in any of the operative provisions 
if the 1934 act, except for one reference in section 7 (d) (D), where the word 
is used in such a way as not to call for any particular definition. 

The purpose of the definition in section 3 (a) (6) is made clear by the follow- 
ing statement in the report of the Senate Committee on Banking and Currency 
m the 1934 act (S. Rept. No. 792, 73d Cong., 2d sess., Apr. 17, 1934, p. 14): 

“Sec. 3. Definitions and application of the act: Subsection (a) defines the terms 
ised in the act. Most of these definitions are self-explanatory. The most impor- 
tant are those of the terms ‘broker’ and ‘dealer’ in paragraphs (4) and (5) since 
many of the provisions of the act apply only to members of exchanges and brokers 
ind dealers who do business through them. A broker is defined as a person 
engaged in the business of effecting transactions for the account of others; and 
i dealer as one engaged in such business for his own account, but only insofar 
as his transactions are in the course of a regular business. Furthermore, banks 
are expressly exempted from the definitions of ‘broker’ and ‘dealer.’ The defini- 
tion of ‘bank’ in paragraph (6) includes banks organized under the laws of the 
United States, members of the Federal Reserve System, and any other bank 
performing normal banking functions which is subject to supervision and exam- 
ination by State or Federal authorities.” 

There is a similar statement in the report of the House Committee on Inter- 
state and Foreign Commerce, House Report No. 1383, 73d Congress, 2d session, 
April 27, 1934, page 17. 

It is apparent in the light of the foregoing discussion that the sole purpose of 
the definition of the word “bank” in the 1934 act was to eliminate banks of 
deposit from the categories of broker or dealer. But in the Frear bill the con- 
cern is not with brokers and dealers, or with banks of deposit as such, but with 
corporations that issue securities to the public, without being subject to State 
ir Federal supervision. 

Respectfully submitted. 

Davis, PoLK, WARDWELL, 
SUNDERLAND & KIENDL. 


CoMMERcE & INDUSTRY ASSOCIATION oF New YorK, INGC., 
New York 7, N. Y., June 27, 1955. 
Hon. J. W. FULBRIGHT, 
Chairman, Senate Committee on Banking and Currency, 
Senate Office Building, Washington 25, D. C. 


Dear SENATOR FutsricHt: This association with a membership of some 3,500 
business firms in the metropolitan area is vigorously opposed to 8. 2054 which 
would make all corporations having assets in excess of $5 million or more than 
i) stockholders subject to the rules of the Securities and Exchange Commission 
just as if they were listed on an exchange. 

This unwarranted extension of Government regulation and interference with 
the management and operation of smaller business enterprises apparently has 
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cropped up again purely by reason of routine. In 1941 a similar proposal was 
brought forth from the original equalization program developed by the Investment 
Bankers Association and New York exchanges in conjunction with the Securities 
and Exchange Commission. In 1946 a similar approach was again put forth by 
the Commission and in 1950 was revived in the shape of the Frear bill. In each 
case the proposal most appropriately died on the vine. 

Now, in accordance with the 5-year cyclical pattern noted above and for no 
other reason brought to the public’s attention, the proposition is again taken 
from the moth balls and brought before the Congress. 

Studies have shown that it is undesirable to list the stocks of these smaller 
companies affected by this proposed measure, especially when these stocks have 
heen fairly widely distributed, because of the inability of the underwriters to 
support the market after listing. In several cases it was found that the market 
price dropped materially after listing and following that decline the securities 
returned to the local markets where the companies were located and intimately 
known by the local dealers. 

The vast majority of concerns involved use quite adequate accounting systeuis 
which might not and should not be required to conform to the rigid framework 
prescribed by the Securities and Exchange Commission. Such an unnecessary 
change in accounting system in many cases would require new accountants and 
additional personnel on the bookkeeping staffs of these companies. 

Publication of salaries, particularly those of sales representatives and other 
personnel, would be most damaging in smaller communities and to the smaller 
companies. 

The financial and inventory report requirements of the Commission work par- 
ticular hardships on these smaller concerns and raise a number of problems in 
their purchases and sales of materials when information of this character is 
made available to their customers. 

It is the considered opinion of Commerce & Industry Association of New York 
that the proposal contained in 8. 2054 is contrary to the best interests of investor 
and industry alike. It would bring about the imposition of a heavy burden of 
regulation and Government control on a vast segment of American industry 
The costs and burdens of this reguiation and control, of course, in turn, must 


fall upon the shoulders of investors who are stockholders in these companies 
We respectfully request that this communication in opposition be included 
in the record of the hearings which commence today on S. 2054. 
Sincerely yours, 


THOMAS JEFFERSON MILEY, 
Executive Vice President 


TIpaHo STATE CHAMBER OF COMMERCE, 


Boise, Idaho, June 28, 1955. 
Senator J. W. FULBRIGHT, 


Senate Office Building, Washington 25, D. C. 


DeaR SENATOR FULBRIGHT: Our attention has been directed to your Senate 
bill 2054, introduced May 24, to amend the Securities and Exchange Act of 1934 
and which, we understand, has been referred to the Senate Committee on 
Banking and Currency. 

Although we have not had an opportunity to compare this bill in detail with 
the Frear bill (S. 2408) which was introduced some 5 or 6 years ago, our 
understanding is that except in scope of application your proposed legislation 
follows closely the provisions of the Frear bill. If this is not correct we 
would be glad to be advised. 

If, however, it is correct that this legislation seeks to attain the same purposes 
as the Frear bill, we want you to know of our opposition to such legislation 
for the reason that we are not convinced that it is in the best public interest. 
Again, if we are not correct in our understanding that the purpose of the 
legislation is to bring within the scope of the operations of the Securities and 
Exchange Commission the affairs of corporations that are not listed on stock 
exchanges, we would appreciate having this information from you. It seems 
to us that this is an unnecessary expansion of governmental activity which is 
far afield from the basic objective of the SEC which was, of course, to protect 
the investing public through the requirement that adequate information on 
securities be made available. 
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We would also appreciate being advised 
held on this bill and, if so, when. 
Yours very truly, 


as to whether heari1 


EARL W. Murphy, Secretary 


CHAMBER OF COMMERCE, 

St. Paul, Minn... June 23, 1955 
Paul Chamber of Commerce of St. Paul, Minn., 
for the reasons hereinafter set forth, hereby registers its opposition to the 
passage by Congress of the Fulbright bill (S. 2054) now pending in the United 
States Senate and referred to its Committee on Banking and Currency; and 
be it further 

Resolved, That this resolution be transmitted to Senator J. W. Fulbright and 

to each of the other members of the Senate Committee on Banking and Currency. 
to the Members of the Senate and House of Representatives from the State of 
Minnesota, and to the Banking and Currency Committee of the House of Rep 
resentatives if the above-mentioned Fulbright bill or similar bill comes before 
t for consideration. 


Be it resolved, That the St 


, 


MEMORANDUM 


8S. 2054, the Fulbright bill, introduced May 24, 1955, and now pending before 
the Senate Committee on Banking and Currency, would amend the Securities 
Exchange Act of 1934. In form and substance this bill is similar to the Frear 
bill (S. 2408) introduced in 1950. The bill provides that every corporation 
engaged in interstate commerce or in a business affecting interstate commerce 
(with exceptions hereinafter noted) must register its securities with the Securi- 
ties and Exchange Commission. 

Exempted from the requirements of the bill are banks, building and loan 
associations, corporations organized for religious, educational, charitable, etc., 
purposes. 

The bill does not apply to a corporation which has less than $5 million in assets 
or all of whose securities are held directly or indirectly by fewer than 500 persons. 

The bill contains no definition of the phrases “less than $5 million in assets” 
and “held directly or indirectly by fewer than 500 persons.” The bill gives the 
Securities and Bxchange Commission power to furnish its own definition of these 
phrases. 

There is obviously here presented a difficult question of asset valuation and 
also the problem of what security is directly or indirectly held. It will always 
be difficult for any corporation to comply with tests and standards which might 
be laid down by the Securities and Exchange Commission. 

The bill provides that its provisions shall not apply in respect of any corpo- 
ration, security, transaction, or person which the Commission may by rules 
exempt, either unconditionally or upon such terms and conditions as may appear 
to be necessary or appropriate in the publie interest or for the protection of 
investors. With such wide discretionary power granted to the Commission it 
would be difficult to anticipate the coverage of the act or the exemptions there- 
under. 

The penalties for violation of the provisions of the bill are very severe: A 
$10,000 fine or 2 years’ imprisonment, or both. 

The bill is mandatory in nature and would require all corporations covered to 
make onerous reports to the Commission which would inevitably result in dis- 
closing intimate and private business affairs. The Commission has power to 
require the furnishing of annual reports and quarterly reports certified by inde- 
pendent public accountants. 

The bill would require the corporations covered to comply with the rules of 
the Commission with respect to solicitation of proxies. 

The power of the Commission is set forth in section 14 of the Securities and 
Exchange Act. Under this power the Commission has required a wide disclosure 
of information concerning the financial setup, salaries, and stock holdings. 

Quite evidently the disadvantages to corporations and their officers and stock- 
holders would far outweigh any advantage that might inure to the public and 
prospective investors. 

The bill imposes burdensome requirements upon the directors, officers, and 
the principal stockholders of the corporation. These are found in section 16 of 
the Securities and Exchange Act of 1934. 
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The following is a summary of specific reasons why the said bill should not 
be enacted : 

1. Corporations would be confronted by difficult asset valuation and accounting 
problems that do not now confront them. 

2. Determination of what persons could be said to hold corporate securities 
indirectly would in many instances be an insoluble problem. 

3. Compliance with the requirements as to filing annual and quarterly reports 
would in the case of hundreds of corporations be extremely burdensome and 
costly, to say nothing about a constant anxiety about the correctness of such 
reports. 

$+. Various types of information of a private nature would have to be made 
public by corporations, their officers and directors. This would result in varying 
degrees of espionage on the part of competitors and other members of the public 
who wished to delve into the affairs of certain corporations for purely selfish 
reasons. With many companies the maintenance of secrecy as to inside affairs 
is quite justifiable for business reasons. 

5. The expenditures of the Federal Government would be increased materially, 
and the employment of additional persons made necessary in order to administer 
the act. 

6. Governmental intervention in business and economic affairs would be 
furthered, and bureaucratic power enhanced beyond present needs. 

7. It is very doubtful that security holders and prospective investors would be 
greatly benefited by imposing these bothersome requirements upon hundreds of 
corporations 

8. There are hundreds of closely held corporations having 300 or more stock 
holders whose securities are traded in rarely, if at all, and then only among 
existing stockholders. ’ 

9. There are hundreds of corporations that have never been guilty of the evils 
at which the Fulbright bill appears to be aimed, but which would be immeasurably 
inconvenienced and penalized by its conditions. 

10. The bill exhibits a regrettable tendency to grant further legislative power to 
an administrative board without prescribing adequate statutory standards. 

11. Granting that in a few instances of large corporations whose securities are 
widely held and traded in, the provisions of the Fulbright bill might prove 
necessary or appropriate in the public interest or for the protection of investors, 
in the case of the vast majority of corporations covered by the bill this would not 
be true at all. 

12. In the case of the vast majority of corporations covered by the Fulbright 
bill, the inconvenience, cost, and disadvantages entailed far outweigh the advan 
tages to be gained in the public interest, or for the protection of investors. 

13. The difficulties of differentiating in workable legislative terms the few 
large corporations whose securities are widely traded in from the vast majority 
of corporations covered by the Fulbright bill and situated otherwise, in order 
to attain the apparent objectives of the bill, are so great that this type of 
legislation should not be undertaken at all. 

14. The enactment of the bill would constitute a definite and certain impedi- 
ment to investment of risk capital in smaller corporations which are now 
confronted by sufficient difficulties and discouragements. These units in business 
should be encouraged rather than surrounded by harassing interferences. 


Cotorapo Orn & Gas Corp., 
Denver, Colo., June 27, 1955. 
Hon. Gorpon L. ALLort, 
United States Senate, Washington 25, D.C. 

Dear SENATOR ALLOTT: We have recently received a copy of S. 2054 introduced 
by Senator Fulbright on May 24, 1955, which has been referred to the Committee 
on Banking and Currency. The bill would amend the Securities Exchange Act 
of 1934. Such amendment would add substantially to the expense of a firm such 
as this corporation. 

As a result of the registration of two issues of securities of this corporation 
under the Securities Act of 1933, we now file annual and periodic reports with 
the Securities and Exchange Commission. (Additionally, we submit, of course, 
periodic reports to the various States under whose blue sky laws we registered 
such issues.) However, because our securities are not listed on any securities 
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exchange, we are not subject to sections 14 or 16 of the Securities Exchange Act 
of 1934. 

Under Senator Fulbright’s bill, we would be required to submit for approval 
by the SEC all proxy material before the same is mailed to stockholders and to 
provide proxy statements in the form required by the Commission. Such re- 
quirements would add materially to the legal, accounting, printing and mailing 
expenses of this corporation. 

Although we would not hesitate to comply with any legislation passed in the 
public interest, we query whether the recent Fulbright investigation showed the 
need at this time for legislation which was substantially proposed in bills intro- 
duced by Senator Frear in 1949 (S. 2408) and in 1951 (S. 1860) and passed over 
after committee consideration. 

Respectfully yours, 


> 


t. I. GALLAND, Vice President. 


Boise PAYETTE LUMBER 


Co 
Boise, Idaho, June 23, 1955. 


Hon. GRACIE PFOosT, 
House Office Building, Washington, D.C. 


Dear Mrs. Prost: It has come to our attention that Senator Fulbright has 
introduced S. 2054, which is quite similar to the old Frear bill which was de- 
feated in 1950. S. 2054 would extend the regulations imposed by the Securities 
and Exchange Act to many companies whose securities are not listed or actively 
traded, or which are traded in the over-the-counter market. 

The main difference between the Fulbright bill and the Frear bill is that the 
Fulbright bill has increased the minimum for corporate assets from $3 million 
to $5 million and increased the number of shareholders from 300 to 500. It is 
evident that many smaller concerns would not be immediately affected by this 
new regulation, but it is only a matter of the SEC getting its foot in the door and 
once part of the corporations are so regulated, it would be a matter of only a 
short time until they would attempt to reduce the minimum qualilications back 
to $38 million asset level and the 300-shareholder level. 

The Securities Act passed early in the Roosevelt administration was based 
on the theory that Government had a duty to require truth in the sale of securi- 
ties and observance of rules of conduct in corporations whose securities were 
handled on the national exchanges. The Frear bill, and now the proposed Ful- 
bright bill, go far beyond this concept and would give the SEC the right to regu- 
ate the internal conduct of corporations whose securities are not listed on the 
national exchanges and who do not sell stock to the public. 

It appears to us that the bill is a wide expansion of the original intent of the 
act, and it is wholly unnecessary for the protection of the public. 

I do not know whether or not hearings have been held on 8S. 2054, but was 
fearful that late in the session the Banking and Currency Committee under 
Fulbright might report the bill to the floor without proper hearings. 

I would appreciate your giving me the present status of the bill, sending me 
a copy of the bill and the report if one is available. I am sure that wide oppo 
sition would be developed to this bill if it is seriously considered for passage. 

With kindest personal regards, I am 

Sincerely yours, 
LARRY MILLs, 
Director, Public Relations and Personnel. 


STATE OF ILLINOIs, 
OFFICE OF THE SECRETARY OF STATE, 
Springfield, August 2, 1955. 
Hon, J. W. FuLBRIGHurT, 
Chairman, Committee on Banking and Currency, 
United States Senate, Washington, D. C. 
(Attention Myer Feldman, counsel.) 


Drak SENATOR FULBRIGHT: May I acknowledge your letter dated July 6, 1955, 
requesting my views in regard to Senate bill 2054, being a bill to amend the 
Securities Exchange Act of 1934. 

I have reviewed Senate bill 2054, which generally makes the following changes: 

(1) Requires that all “issuers” with assets of $5 million or more, the securi- 
ties of which are held by more than 500 persons, shall file certain financial data 
with the Securities and Exchange Commission. 
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Lhe quires the above mentioned class of issuers to colply with the “proxy 


icitation regulations” uuder the Securities Exchange Act of 1934, now re 

ured in respect to securities registered on a national securities exchange 

3) Imposes the “short swing profit” limitations on the same class of issuers 
ientioned above 

(4) Directs the Commission to make a study of trading in securi 

er-the-counter market and on the exchanges 

») Makes certain changes in the standards required of securities 
admitted to “unlisted” trading privileges on exchanges. 

From the standpoint of an investor, either present or prospective, in my opinion 

of the changes proposed by Senate bill 2054 are desirable. In particular 
he “proxy solicitation regulations” are very helpful to corporate stockholde1 
suffrage. 

Whether or not the burden of regulation imposed by such requirements would 
offset the above advantages, I am unable to ascertain because in particular | 
do not have the facts as to whether or not the “issuers” which would be affected 
by this legislation are furnishing or failing to furnish such financial information 

nd to comply generally with the spirit of the “proxy solicitation regulations 

ibusing the “short swing trading” profit provisions. 

In the event that the committee should resolve that the legislation is neces 
sary and desirable, I feel that it might be beneficial to change the criterion “any 
issuer, the securities of which are held directly or indirectly by fewer than 504) 
ersons” to “any issuer, all the voting securities of which are held directly o1 
indirectly by fewer than 500 persons.” 

Yours very truly, 
SAMUEL H. YouNG, 
Securities Commissioner. 
SECURITIES DEPARTMENT. 


STATE OF OHIO, 
DEPARTMENT OF COMMERCE, 
DIVISION OF SECURITIES, 
Columbus, July 27, 1955. 


wily, 


Mr. MYER FELDMAN, 
Counsel, Committee on Banking and Currency, 
United States Senate, Washington, D. C. 


My Dear Mr. FerpMAN: Mr. N. J. Kiraly being on vacation, I am assuming 
to answer your letter addressed to him under date of July 6, 1955. 

The comments herein indulged with respect to S. 2054 reflect not only my 
personal views, but likewise the views of Mr. Kiraly, the outgrowth of substan 
tially 20 years of experience and observation acquired as a result of intimate 
contact in the administration and enforcement of the Securities Act of Ohio 

Thoughtful consideration of all the provisions of S. 2054 and their implica 
tions convinces that grave doubt presents itself as to the existence of any 
actual or imperative necessity which would demand the enactment of this 
particular legislation. When the emphasized inconveniences accruing to the 
issuers falling within the purview of the particular legislation, the monetary) 
and manpower cost inherent in the administration and the possible potential 
disadvantages consequent upon the enforcement of its provisions are weighed 
against any considerable promise springing from its adoption, it is our definite 
opinion that every end sought to be realized can be effectively attained by 
administration at the State level. 

Practically without exception, every safeguard sought to be realized by the 
proposed legislation is assured by protective provisions of the Corporation Code 
of Ohio or rendered certain by proper and efficient enforcement of the regula 
tions and penal provisions of the Ohio Securities Act. 

Under the latter act, with the exception of securities listed on the recognized 
exchanges and a few well-justified exempt securities and security transactions, 
all securities or transactions therein are required to be registered and the 
division, through the investigating and examining powers conferred by the act, 
is given ample power to police activities therein. The enforcement provisions 
of the act are of such character as to fully clothe the division with authority, 
either through suspension or registration, or criminal prosecution, if necessary, 
to render certain that positive enforcement of the act is secured. 

In the light of these circumstances, it is difficult to understand why small 
business, using the term in a relative sense, should be exposed to the addi- 
tional burden of filing registration statements with the Securities and Exchange 
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Commission and at regular intervals submit complicated financial reports. One 


speculates as to whether or not small business would not thus become extremely 
ulnerable to and made the prey of the larger and more formidable entity. 

Further, the additional burden placed upon the 
Commission and the increased cost of 
liscounted. 


Securities and Hxchange 
administration is not to be lightly 


We respectfully suggest that more extended study and investigation of the 
iccomplishments of the several State jurisdictions in respect to the disposition 
ind sale of securities within the areas might well indite committee conclusion 
that the problem supposedly inspiring the bill has in large measure been long 
ago solved. 

Assuming favorable committee reaction to the general provisions of the bill 
ind that necessity for its enactment exists, we assume that witnesses appearing 
before the committee have made unmistakably clear the undoubted need of 
substantial amendment in order to render the expressions and provisions of 
the present form more definite and certain, and in order to avoid misconstruction 
in any quarter. 

Definition of phrases should be spelled out, rather than being left to the 
discretion of the Commission. Recognition should be accorded the fact that 
vital distinction exists between the classification of those people known as 
‘shareholders” and those properly known as “security holders.” 

All doubt as to the exact application of the bill should be eliminated and the 
fixed jurisdiction of the Securities and Exchange Commission should be spe- 
cifically outlined rather than taking unto itself a flexible character, subject to, 
from time to time exercise of the discretion of the Commission. 

We bespeak for the views herein expressed the thoughtful consideration of the 
committee and indulge the hope that whatever be its final action, its decision 
be such as to assure the promotion of the public interest. 

Sincerely, 


EpMoOnpD H. Savorp, Chief of Division. 


THE STATE OF WISCONSIN, 
DEPARTMENT OF SECURITIES, 


Madison, Wis., July 28, 1955. 
Mr. Ropert A. WALLACE, 


Staff Director, Committee on Banking and Currency, 
United States Senate, Washington, D. C. 

My Dear Mr. WALLACE: Under date of July 7 you sent us a copy of bill S. 2054, 
a bill to amend the Securities Exchange Act of 1934. 
on this legislation. 

Frankly, we see no need for this type of legislation. We think this act would 
seriously affect the marketability of the issues of many corporations that would 
be included in this bill. It is our opinion that the over-the-counter market ful- 
tills a specific need, and the shareholders of a number of corporations in this 
State, which would be affected by this bill, would have less market for their 
shares. 

We think that we have control of the trading that is done in the over-the- 
counter market in Wisconsin, and we would not wish to see anything done which 
would jeopardize the holders of this type of security. 

Very truly yours, 


You ask for our opinion 


Epwarp J. Samp, Director. 
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